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Rubicon Technology is an advanced electronic materials provider that develops,
' manufactures and sells sapphire and other innovative crystalline products. We are a

vertically-integrated manufacturer of sapphire substrates and optical windows which
are used in a wide variety of high-grawth, high-volume applications such as LEDs, RFICs,
hlue laser diodes, optoelectronics and other optical applications

Global Leadership.
By pursuing continuous improvement in the development, manufacture, and distribution of
these advanced electronic materials, Rubicon has emerged as a technology leader offering
high quality, large diameter substrates. These substrates are critical to high growth end markets
such as solid state lighting, semiconductors, consumer electronics, telecommunications and
optical markets worldwide.

Rapid Growth.
Rubicon’s technology and manufacturing platforms enable rapid expansion of manufacturing
capacity. As a market leader, we are experiencing rapid revenue growth, high visibitity and
attractive margins due to greater demand for our differentiated products, particularty in larger
diameter substrates.
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Raja M. Parvez
President and Chief Executive Officer

RUBICOH TECHNOLOEY

TO OUR SHAREHOLDERS:

2007 was a year of exceptional financial and
operational performance for Rubicon, We delivered
strong financial results, diversified our revenue base and
completed the infrastructure for our new manufacturing
facility that will provide significant incremental production
capacity and enable future revenue growth.

We expanded operations rapidly in 2007 in order to
maintain our position as a leading provider of sapphire to
the rapidly growing, light emitting diode (LED}, silicon-on-
sapphire {SoS} RHC and optical markets. As a result, our
revenue increased by 64%, from $20.8 million in 2006 to
$34.1 miltion in 2007.

The solid state lighting market continues to grow at

a significant rate with broader adoption of LEDs in
applications such as backlighting for laptop

computers and other mohile appliances, flat panel
televisions, signage and displays, automotive applications
and general illumination. The majority of our revenue
continues to come from this exciting market that uses
sapphire as a base material on which to produce LEDs.

Qur second largest market, SoS, is also growing rapidly
as this proven disruptive technology gains market share
in the advanced wireless communications market. The
SoS market uses larger diameter (6”) sapphire substrates
on which RFICs are produced. This market was new for
us in 2006 and represented just 7% of our total revenue
growing to 18% of total revenue in 2007.

Larger diameter substrates are becoming increasingly
important to the LED industry as well, which is gradually
maving from 2" substrates to larger diameters in order to
produce higher brightness devices and reduce cost. Qur
proprietary technology allows us to produce very high
quality sapphire substrates in larger diameters, such as
3", 4", 86" and 8" substrates. As a result, | believe we
are very well positioned to continue as a leader in the
sapphire substrate market.




Qur third market, optical applicatfons, uses the superior strength, scratch resistance and
optical qualities of sapphire in the form of windows and optics for aeraspace, sensor and
medical and laser applications. While we are in the early stages of expanding into this
market, we see significant opportunity here as well.

We continued to add capacity in 2007 in order to keep pace with these high growth
markets. While adding additional equipment in aur Franklin Park, |liinois facillity, we began
work on a second facility in Bensenville, Hlinois. In mid 2007 we identified the location for
this second manufacturing facility and in January 2008 this new, state-of-the-art, crystal
growth facility was operational. We expect this facility to accommodate our crystal growth
expansion requirements through 2009.

While aggressively ramping the business in 2007, we significantly improved profitability.
Our gross margin increased from 9% in 2006 to 35% in 2007. Operating margin was
12% in 2007, despite considerable non-recurring charges triggered by our IPQ and
subsequent repayment of debt, as compared to a loss in 2006.

Going into 2{108, we have the infrastructure, team and technology platforms in place to
capitalize on our strong position as a leading advanced materials provider to exciting
high growth markets. | am excited about Rubicen’s future and | am committed to
exceeding your expectaiions.

o 12—

Raja M. Parvez
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Evolving Science |

All Sapphire is not created equal. Rubicon’s state-of-the-art manufacturing facility grows and fabricates
large and small-diameter sapphire with precision geometries, orientations and tolerances.

-
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Boute — Aluminum Oxide is heated to

3,727 degrees F and a seed crystal is introduced
As the melt cools, the crystal boule is born

Care - Core cylindrical rods from 2" 10 8”

are drilled from the boules

Wafers — Cores are sliced into wafers

from 2" to 8" in diameter

Chips ~ Polished wafers are further processed

by our customers into LED and SoS devices
Application - LED and SoS devices are packaged

—1 for solid-state lighting and RFIC applications

THE RUBICON PROCESE ——
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Rubicon's proprietary ES2 crystal growth
technique produces high-quality sapphire
crystals for use in our sapphire products.
This technique establishes greater control
over crystal grawth parameters resulting in

a low stress environment that produces
superior guality sapphire. Dur ES2
technology piatiorm enables us to rapdily
scale up production of high volume, large
diameter sapphire at low cost.

Rubicon’s expertise in high precision coring, wafer -
slicing, surface lapping, edge beveling, polishing :
and wafer cleaning processes enables the Company

to deliver precise, customized products tailored to meet

our customers’ needs.

_

— Rubicon provides 27, 3", 4" and 6" sapphire
core and wafers for use in LED and blue
laser diodes for use in solid-state

lighting and electronic applications.
7 Rubicon also provides 6” and 8" diameter
sapphire used in SoS RFIC wafers and optical
windows for military, aerospace, sensor and
L— pther applications,
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slving Solutions ]

Just about everyone has something in his or her home, pocket, car, office or clipped to their belt
that contains Rubicon sapphire. The emergence of sapphire in commercial volumes at competitive
prices has enabled the development of new technologies such as high brightness (HB) white, blue and green
LEDs and highly-integrated RFICs.

LEDs are the future of lighting because
they are environmentally friendly,
durable, have fanger life and consume
significantly lower energy than

traditional lighting. Sapphire is the e "' '-"lm'rﬁu”

predominant substrate material used as the "5, anre f - "’*‘3[‘!’3?@!
foundation to praduce more than B0% of all =
biue, white and grean high-brightness LEDs.

e .
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LED Applications

The LED market is evolving and changing rapidly.

LEDs over the past decade represent a disruptive techinology in the
fighting industry, praviding significant performance, | enwronmental
and economic improvements. N

These {actors, alang with their durability, smallﬁ)}rm factor, excellent color
performance and decreased costs have |&d:to a rapidly growing demand for
LEDs in applications such as small displays for maobile devices, flashes for
digital cameras, backlighting units {BLUs) for displays used in notebook
computers and LCO televisions, public display signs, sireet lights,
automotive lights, traffic signals and general specialty lighting.

[ Producers of LED and other GaN-based
devices rely on Rubicon as a key partner.
For sapphire substrates, Rubicon's-
technology and product platforms’
have been built with one, powerful
principle in mind: to provide high-guality,
innovative products that exceed customer
— expectations.

© Rubicon Technology

Evalving Science. Evalving Sokstons.”
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Silicon on sapphire radic
frequency integrated circuits
consist of a thin layer of
silicon grown on a sapphire

sutbstrate and are primarily
used in advanced wireless
and military applications,
such as RFICs.

| Silicon on Sapphire Applications

Mobile devices. Smart phones. Cable video processors.
Radiation-hardened military devices.

Increased yields. Lower costs.
Better margins. Higher-performance devices. L
These are the results that our custamers seek. /

Ruhicon has the innovation and leadership to own
the future in these rapidly growing markets.

Optical Applications
Sapphire and various flouride materials are utiized \
for windows and optics for aerospace, sensor, . C
medical and laser applications. Sapphire is used in
these applications due to its wide-band transmission, l
superiar strength, scratch resistance and high «
strength-to-weight ratio. C
~ //
: -
P
- - . :-
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William F. Weissman
Chief Financial Officer

RUBICON SECHHOLO0GY

TO OUR SHAREHOLDERS:

2007 was truly a remarkable year for Rubicon.

Qur revenue in 2007 was $34.1 million, which represented

a 64% increase over the prior year. We experienced strong
demand in each of the three markets we serve. Demand was
particularly strong for our larger diameter substrates, which
we define as substrates greater than 2" in diameter. Larger
diameter substrates are where Rubicon's preduct differentia-
tion is greatest and where we have greater market share and
can earn higher margins,

In 2007, we continued the trend we started in 2005 of
increasing gross margin in each consecutive quarter, with
gross margin reaching 39% in the fourth quarter of 2007. We
accomplished this through continually improving operational
efficiency and shifting product mix to higher margin, larger
diameter products.

Wae invested heavily in strengthening our back office support in
2007 in order to ensure good corporate governance in anticipa-
tion of our IPO. Even while making those investments, our
income from operations in 2007 rose to $4.3 million as com-
pared to a loss of $4.1 million in 2008, driven by the dramatic
increase in gross margin, With the completion of our IPQ,

all of our preferred stock and preferred stock warrants were
converted into common stock and common stock warrants. As
a result, we will no longer incur non-cash charges associated
with those equity instruments which significantly impacted
earnings per share in 2007 and prior years.

With the infrastructure in place at our new Bensenwille, lllinois
crystal growth facility, we will be installing our custom-built
furnaces in that facility throughout 2008 and 2009. Our
recently completed IPO along with strong cash flow from
operations provides us with the resources we need to continue
our aggressive growih.

We are pleased with the progress we made in 2007 and are
excited by the prospects for Rubicon going into 2008. We
remain focused on profitable growth and look forward to a
productive year ahead.

lhtbdeim

William F. Weissman
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Revenue $34,110 [ERYINEY $16315
- — L 29

Gross Profit {toss) . 12,065 1,867 {2,193}
_— - f——- — = - - - - - — - - — W—< -

Operating Income (ioss) C4325 {4.147) {9,391)

e Sl hotetes N S - ik .

Net Loss - {2854} {7,640) . (12,126)
Dividends on Preferred Stock {5,625} ‘ {5,563} (3.924)
Accretion of Preferred Stock © (59,934) ! o {23416) 4404
Net Loss Attributable to Common Stockhelders {68,413) . {36,619) {11,646) )
Basic and Diluted Loss per Common Share Attributable to Common Stockholders {27.22) i {146.57)  (47.52)

Weighted Average Common Shares Outstanding , basic and diluted 5-2,5:13,487 249,843 245,073
Cash and Cash Equivalents and Shaort-Term Investments © 8172,145°  $3.638 $1.466
Working Capital 78,179 SERGE 3600

Total Assets 111411 29,020 28,885
R T . '
Short-Term Borrowings P 973 1128
Long-Term Debt (including current maturities of long-term debt} 7 9 PooA 4851 5997
Stockholders’ Equity (deficit) 1 j?,SQBl_' (39.573) ;
Net Cash from Operations L _ 659 . (9.411) i
Capital Expenditures ‘1 . }10,564} 2.373 4314 |
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Periermance Graph |

The following graph compares the cumulative total return pravided ta shareholders of Rubicon
Technology, Inc.’s common stock relative to the cumulative returns of the NASDAQ Composite Index
and the RDG Technology Composite Index since our initial trading date of November 16, 2007.

The graph assumes the investment on November 16, 2007 of $100 in Rubicon Technology, Inc.
Common Stock and in each of the other indices shown, and assumes that all dividends are reinvested.
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NOVEMBER 16, 2007 DECEMBER 31, 2007
Rubicon Technology, Inc. 100.0 135.71
NASDAQ Composite 100.0 92.18
ROG Technology Composite 100.0 97.93
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MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

OVERVIEW

We are an advanced electronic materials provider that develops, manufactures and sells moneerystalline sapphire and other innovative
crystalline products for LEDs, RFICs, blue laser diodes, optoelectronics and other optical applications.

We are a vertically integrated manufacturer of high-quality sapphire substrates and optical windows that are used in a variety of high-
growth, high-volume end-market applicatians. We provide our products to the solid state lighting, semiconductor, cansumer electranics,
aerospace, sensor and other end markets. We sell sapphire preducts as cores and wafers in two inch to six inch diameters, and we sell
sapphire and optical windows in sizes from one inch to nine inch diameters. We derive the majority of our revenue from sales of two inch
to four inch sapphire cores and wafers for use in LEDs for solid state lighting applications and LEDs and blug laser diodes for consumer
electronic applications. In additior, we have developed six inch sapphire wafers that are used for SOS RFICs, and we supply large diam-
eter sapphire and optical windows for military, aerospace, sensor and other applications.

Since our inception, our revenue has increased each year. Our revenue was $34.1 million in 2007, $20.8 million in 2006 and $16.3 million
in 2005. Qur net loss was $2.9 million in 2007, $7.6 million in 2006 and $12.1 million in 2005. Our results in 2005 were adversely impacted
by significant decreases in two inch polished sapphire substrate prices and in 2006 we made the strategic decision to exit the two inch
polished sapphire substrate market. By exiting this market and not competing with our polishing customers, we were able to expand our
product offerings to these customers to include higher margin products, which improved our overall gross margins. Moreover, in 2008, we
introduced cost control and engineering improvements, which further contributed to our improved gross margins.

We sell our products on a glabal basis. The Asian, North American and Eurgpean markets accounted for 72%, 26% and 2%, respectively,
of our revenue for the year ended December 31, 2007 and 87%. 11% and 2%, respectively, for the year ended December 31, 2008. The
increase in revenue fram North America in 2007 is the result of a strang demand for six inch wafers sald into the silicon-cn-sapphire
market. Qur primary customer in that market is located in the United States.

We provide direct sales Trom our Franklin Park, linois offices. Additionally, we use independent saies representatives, warking an com-
mission, in South Korea and China to assist in supparting our customers in these countries. Customers in South Korea and China place
orders directly with us. Substantizlly all of our revenue is generated by our direct sales force and we expect this to continue as we expand
our sales organization in the future.

We manufacture and ship our products from our facilities in the Chicago metropolitan area. We have approximately 102,600 square
feet of manufacturing and office space, which includes 30,000 square feet in our Bensenville, Ifinois facility, which was opened in
January 2008.

FINANCIAL OPERATIONS

Revenue. Revenue consists of sales of sapphire matenials sold in core, as-cut, as-ground and polished forms in two, four and six inch
diameters as well as optical materials sald as blanks or polished windows. Products are made to varying specifications, such as ¢rystal
planar arientations and thicknesses. The variation in the mix of sales of praduct types and diameters can impact revenue. For instance, a
mix shift to larger diameter products and higher value-added wafers may increase our revenue. Revenue is subject to both quarterty and
annual fluctuations as a result of product mix considerations.

Historically, a significant portion of our revenue in each quarter has been derived from sales 1o relatively few customers. For the year
ended December 31, 2007, we had three customers that accounted far 26%, 21% and 15% of our revenue and for the year ended De-
cember 31, 2006, we had three customers that accounted for approximately 27%, 17%, and 14% af our revanue. Other than as discussed
above, none of our customers accounted for mare than 10% of our revenue for such periods. Although we are attempting to diversify and
expand our customer base, we expect our revenue to continue to be concentrated among a small number of customers. We expect that
our significant customers may change from pariod to period.

We sell to all customers pursuant to purchase orders and have longer-term (6-12 month) supply agreements with several key customers.
We recagnize revenue upan shipment to our custamers. Delays in product orders or changes to the timing of shipments under our supply
agreements could cause our quarterly revenue to vary significantly, We derive a significant portion of our revenue from customers outside
of the United States. The majority of our sales are to the Asian market and we expect that region to continue to be a major source of
revenue for us. All of our revenue is denortinated in US dollars.

Cost of goods sold. Cost of goods sold consists primarily of manufacturing materials, labor, manufacturing-related overhead such as
utilities, depreciation and rent, provisions for excess and chsolete inventary reserves, freight and warranties. We manufacture our prod-
ucts based on customer orders. We purchase materials and supplies to support such demand. We are subject to variations in the cost of
raw materials and consumables fram period to period because we do not have long-term fixed-price agreements with our suppliers. Since
the usage of electricity in our manufacturing processes is significant, any fluctuations in the cost of electricity will have an impact on our

2007 ANNUAL REPORT
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cost of manufacturing. Qur one year contract for electric power is expiring on May 8, 2008, We could experience a material increase in
utitity costs if the cantract renewal results in significantly higher rates.

Gross profit. Qur gross profit has increased significantly over the past twelve months due to improved manufacturing and purchasing ef-
ficiencies, economies of scate related to higher unit volumes, praduct mix shift to larger diameters and our decision in 2006 to discontinue
sales of two inch polished wafers. Qur gross profit has been and will continue to be affected by a variety of factors, including average
sales prices of our products, product mix, our ability to reduce manufacturing costs and fluctuations in the cost of electricity, raw materials
and other supplies.

General and administrative expenses. General and administrative expenses {"G&A”) consist primarily of salaries and associated
costs for employees in finance, human resources, information technology and adminisirative activities, charges for accounting, legal,

and insurance fees, and, beginning in 2006, stock-based compensation under Statement of Financial Accounting Standards No. 123(R),
“Share-Based Payment,” ("SFAS 123R"). In 2007, we began incurring significant additional accounting, legal, insurance, investor relations
and other costs associated with being a public company.

Sales and marketing expenses. Sales and marketing expenses consist primarily of salaries and associated costs for employees
engaged in sales activities, commissions paid to third party representatives, product samples, charges for trade shows and travel. We
expect these expenses to increase in future periods based en planned increases in personnel to meet expected growth, although they may
decrease as a percentage of revenue.

Research and development expenses. Research and development ("RB&D") expenses include costs related to engineering person-
nel, materials and other product devetopment related costs. R&D is expensed as incurred. We believe our R&D expenses will generally
increase as we continue to develop new products, although they may decrease as a percentage of revenue.

Other income {expense). Other income (expense) consists of interest expense and change in carrying value of preferred siock warrants,
which is offset in part by interest income. Interest expense consists of interest on debt and amortization of the fair value of our preferred
stock warrants issued as part of debt financing transactions. For the years ended December 31, 2007 and December 31, 2008, interest
expense was $1.5 millicn and $1.3 million, respectively. We repaid our cutstanding indebtedness with a portion of the proceeds from our
initial pubtic offering in November 2007. The remaining unamaortized debt discount associated with the preferred stock warrants issued as
part of debt financing transactions was expensed on the rapayment of the debt. Consequently, we do not expect to incur interest expense.
Proceeds from our initial public offering were invested in available-for-sale, short-term securities. ’

The change in carrying value of preferred stock warrants is associated with the value of warrants classified as liabilities. These warrants
converted into common stock warrants in connection with our initial public offering. We will no longer incur this non-cash gain or loss fol-
lowing the conversion of these warrants o0 comman stock warrants. Additional information on our accounting for change in carrying value
of preferred stock warrants is provided in “—Critical accounting policies and estimates.”

Provision for income tax. We account for income taxes under the asset and liability method whereby the expected fuiure tax conse-
quences of temporary differences between the book value and the tax basis of assets and liabilities are recognized as deferred tax assets
and liabilities, using enacted tax rates in effect for the year in which the differences are expected to be recognized. A full valuation allow-
ance is provided as management cannot conclude that it is more likely than not that our deferred tax assets will be realized. At December
31,2007, we had $34.5 million in net operating loss carryforwards {"NOLs"). We believe that we are not restricted in our ability to use the
full amount of the NQLs, nor is there a limit to the amount of NOLs that may he used in any given year.

Stock-based compensation. The majority of our stock-based compensation relates to administrative personnel and is accounted for
as a general and administrative expense, For the years ended December 31, 2007, December 31, 2006 and December 31, 2005, our stock-based
compensation expense was $754,000, $62,000 and $0, respectively.

RUBICON TECHNOLDBY




RESULTS OF OPERATIONS

YEAR ENDED DECEMBER 31,

Revenue $3a1 $208 $16.3
Cost of goods sold 220 189 18.5
Gross profit {loss} 12.1 19| {2.2)
(perating expenses: |

General and administrative 6.2 33 47
Sales and marketing 0.7 1.1 = 1.2

— e

Research and development _O_B _d a7 L___EI._E!__
Asset impairment —_ 09 —

T —_— - +——— -
Loss on disposal of assets 0.1 — 0.4
Total operating expenses : 18 6.0 1.2

Profit {loss} from operations 43 (1) (9.4) J
Other income {expense) (7.1} (3.3) 2.7
Loss before income taxes {2.8) (7.4) (i2.1)
Income taxes ’ (6.1} — —
Loss before cumulative effect of change in aceounting principle {2.9) (7.4) 121
Cumulative effect of change in accounting principle _— 0.2} —
Net loss 1$2.9) {$7.6} {$12 1)

The following table sets forth our statements of operations as a percentage of revenues for the periods indicated:

YEAR ENDED DECEMBER 31,

Revenue 100% 100% 100%
Cost of goods sold 65 9 113
Grass profit (loss) 35 g {13
Operating expenses:
General and administrative ' 18 16 29
Sales and marketing 2 5 ; 7
Research and devslopment 2 G
Asset impairment — 4 —
Loss on disposal of assets 1 Z
Total operating expenses 23 23 “
Profit {toss) from operations 12 (201 57 |
Other income {expense) {21) (16) a7 !
Loss before income taxes {3 (36) (74}
Income taxes — — —
Loss before cumulative effect of change in accounting principle . {9) (36) (74}
Cumulative effect of change in accounting principle — M —
Netloss {9)1% {37)% {74155
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COMPARISON OF YEARS ENDED DECEMBER 3%, 2007 AND 2006

Revenue. Revenue was $34.1 million for the yzar ended December 31, 2007 and $20.8 million for the year ended December 31, 2006,

an increase of $13.3 millicn, or 64%. Revenue increasad across all product lines except for six inch as ground wafers, which declined by
$626,000 as we shifted six inch capacity to six inch polishad production. Our revenue increase was primarily attributable to an increase in
shipments of substrates to the LED industry resulting in additional revenue of $6.5 million, including initial volume deliveries of four inch
sapphire substrates of $3.4 million, the effect of price increases beginning in the first quarter of 2007 tataling $1.3 million and an increase
in sales of six inch palished products to the SOS RFIC market of $4.8 million. We also achieved higher revenue of $913,000 from optical
products due to increased sales of sapphire and fluorides for miitary, aerospace, sensor and other applications.

Gross profit. Gross profit was $12.1 million for the year ended December 31, 2007 and $1.3 million for the year ended December 31,
2006, ar increase of $10.2 million. This increase in gross profit represented an improvement of gross margins from 9% to 35%. The in-
crease in gross profit in 2007 compared to 2006 was primarily due t a shift to higher margin products inciuding sapphire cores and larger
diameter sapghire products, our exit from the two inch polished wafer business on which we realized a negative gross margin, improved
operating leverage from higher throughput, increased production yields and lower scrap costs.

General and administrative expenses. G&A expenses were 36.2 million for the year ended December 31, 2007 and §3.3 million for !
the vear ended December 31, 2006, an increase of $2.9 million. The increase was primarily due to $919,000 from higher bonus costs, :
$692,000 of additional stock-based compensation, $282,000 from lawsuit settiements, $262,000 from higher financing fees associated

with debt refinancing and extinguishment, $224,000 from tax and Sarbanes-Oxley Act Section 404 consulting services, $187,000 in higher

legal costs, $101,000 in higher franchise taxes, $93,000 from higher expenses associated with fees paid to non-employee members of our

board of directors and $76,000 from higher bad debt expense cn higher receivable halances.

Sales and marketing expenses. Sales and marketing expenses were $675,000 for the year ended Oecember 31, 2007 and $1.1 mil-
lion for the year ended December 31, 2006, a decrease of $387,000. The decrease in sales and marketing expenses, even as revenue
increased, is attributable to the elimination of our Japan sales office and tighter control of other selling expenses.

Research and development expenses. R&D expenses were $769,000 for the year ended December 31, 2007 and $579,000 for the i
year ended December 31, 2006, an increase of $90,000. The increase was primarily atiributable to an increase in materials purchased for
research projects.

Other income (expense). Other income (expense) was ${7.1) million for the year ended December 31, 2007 and $(3.3) million for the
year ended December 31, 2008, an increase in net expense of $3.8 million. The increase was primarily due to an increase in the changs in
carrying value of preferred stock warrants of $4.1 million. Interest expense was slightly higher by $143,000 from higher warrant interest
expense of $417 000 as a result of refinancing and extinguishing our debt facility partially offset by lower interest of $274,000 on lower
average debt and capital lease balances. Interest income Increased by $368,000 as interest was earned on investing proceeds from our
initial public offering..

COMPARISON OF YEARS ENDED DECEMBER 31, 2006 AND 2005

Revenue. Revenue was $20.8 million for the year ended December 31, 2006 and $16.3 million for the year ended Oecember 31, 2005, an
increase of $4.5 million, or 28%. Revenue increased across all product lines except for polished wafers. Qur revenue increase was primar-
ily attributable to increased sales volumes of two and three inch sapphire products resulting in additional revenues of §9.7 million, which
was partially offset by the effect of $4.2 million in price decreases that began in 2005 and cantinued through the third quarter of 2006 due
to increased market competition. (n 2006, aur polished product revenue declined by $3.4 million due ta our strategic decision to exit the
two inch polished wafer business in the secend quarter of 2006. As we exited this business, we realized much higher sales volumes of
non-polished products in the second half of 2006 as we stopped competing with our LED polishing customers. Revenue also increased by
$1.5 million in 2006 compared to 2005 as we began to provide |arge diameter (six inch) as-ground wafers to the S0S RFIC market and by
$530,000 as we started deliveries of four inch sapphire products in 2006. We alsc achieved higher revenue from optical products due to
continuing acceptance of sapphire and fluorides for military, aerospace, sensor and other applications.

Gross profit {loss). Gross profit {loss) was $1.9 million for the year ended December 31, 2606 and ${2.2) million for the year ended
December 31, 2005, an increase of $4.1 million. This increase in gross profit represented an improvement of gross margins from {13%)

ta 9%. The increase in gross profit in 2006 compared to 2005 was primarily due to an increase in units seld and a shift to higher margin
products including sapphire cores and larger diameter sapphire products, our exit from the two inch polished wafer business on which we
realized a negative gross margin, improved operating leverage from higher throughput, increased production yields and lower scrap costs.

General and administrative expenses. G&A expenses were $3.3 millian for the year ended December 31, 2006 and $4.7 million for
the year ended December 31, 2005, a decrease of $1.4 millicn. The decrease was primarily due to cost savings of $293,000 frem lower
information technalogy and human resource headcount, $235,000 from lowsr bad debt expense and $160,000 from lower business insur-
ance and legal costs, as well as the absence of restructuring costs of $627,000, information technology and executive consulting costs
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of $322,000 and reciuiting expenses of $222,000 incurred in 2005 but not in 2006. These factors were partiallly offset by higher bonus
expenses of $602,000.

Sales and marketing expenses. Sales and marketing expenses wera $1.1 million for the year ended December 31, 2006 and $1.3
million for the year ended December 31, 2005, a decrease of $204,000. The decrease in sales and marketing expenses, even as revenue
increased, is attributable to the elimination of our Japan sales office and tighter control of other selling expenses.

Research and development expenses. R&0 expenses were $679,000 for the year ended December 31, 2006 and $861,000 for the year
ended December 31, 2005, a decrease of $182,000. The decrease was primarily attributable to a decrease in materials used for product
development and for qualification of polished products for the LED market.

Asset impairment. We recorded an asset impairment charge of $933,000 in 2006 assoctated with our exit from the two inch polished
wafer business during the second quarter of 2006.

Other income (expense). Other income [expense) was ${3.3) million for the year ended December 31, 2006 and ${2.7) million for the
year ended December 31, 2005, an increase of $537,000. The increase was primarily due to a change in carrying value of preferred stock
warrants of ${2.0) million, offset in part by lower interest expense of $1.3 million in 2006, compared to $2.7 million in 2005, on lower aver-
age debt and capital lease balances.

LIQUIDITY AND CAPITAL RESOURCES

We historically funded our operations using a combination of issuances of comman stock and preferred stock, a working capital line of
credit and term loans and cash generated from our aperations. Since our inception, we have raised approximately $136 million of equity
from the issuance of common and preferred stock.

As of December 31, 2007, we had cash and short term investments totaling $72.1 million, inctuding cash of $1.3 million held in deposits
at a major bank, $3.1 million invested in money market funds and had short term investments in commercial paper, state and local bonds,
and L1.3. treasury securities of $67.8 million, A portion of our investments are in municipal auction rate securities. In February 2008, we
experienced failed auctions for our entire auciion rate securities portfolio, resulting in our inability to sell these securities in the short
term. A failed auction results in a lack of liquidity in the securities but does not signify a default by the issuer. We may need to hold these
investments for a longer period than was ariginally anticipated. More information on our auction rate security position can be found in
Note 12 to our financial statements for the year ended December 31, 2007, included elsewhere in this Annual Report on Form 10-K.

Cash flows from operating activities

Cash provided by operating activities was $7.1 million for the year ended December 31, 2007. During such period, we generated a net
toss of $2.9 million and we incurred non-cash charges of $11.1 million, including depreciation expense of $3.4 million, change in garrying
value of preferred stock warrant expense of $6.0 miltion, stock-based compensation expense of $754,000, net loss on disposal of equip-
ment of $139,000 and interest expense related ta debt aceretion of $763,000. We experienced an increase during such period in accounts
receivable of $1.7 million on increased sales, an increase in accounts payable of $1.1 million and an increase in inventory and spare

parts of $1.3 mitlion due primarily to an increase in safety stock of raw material inventory. We also experienced an increase in corporate
income and franchise taxes of $310,000 due to an increase in assets from our initial public offering and an increase in deferred revenue
of $518,000 due to revenue deferral on a research and development project. The $6.4 million increase in cash provided by operating
activities for the year ended December 31, 2007, compared to the year ended December 31, 2008, is primarily attributable to a net loss of
$2.9 million for the year ended December 31, 2007, compared to a net lass of $7.6 million for the year ended December 31, 2006, as sales
volume and pricing increased and our production costs declined. Further, the non-cash change in carrying value of preferred stock for the
year ended December 31, 2007 was 36.0 million compared to $2.2 million for the year ended December 31, 2006. As sales increased in
2007, we experienced increases in accounts receivable and inventory partially offset by increases in accounts payable in order to meet the
rising customer demands. :

Cash provided by operating activities was $659.000 for the year ended December 31, 2006. During such period, we generated a net loss of
$7.6 million, offset primarily by non-cash charges of $6.7 million, including depreciation expense of $3.1 million, change in carrying value
of preferred stock warrant of $2.2 million, interest expense refated to debt accretion of $352,000 and asset impairment of $933,000. With
our exit from the two inch polished wafer business during the second quarter of 2006, we recorded an asset impairment charge to write-
down to estimated fair market value certain polishing fixed assets that will no longer be used. Inventory decreased by $1.4 million as
inventory added in 2005 was used to meet demand. We experienced an increase in accounts receivable of $829,000 as revenue increased
in 2006 compared to 2005. Further, accounts payable increased by $661,000 as additional purchases of consumables were made to sup-
port increased production.

Cash used in operating activities was $9.4 million for the year ended December 31, 2005. During such period, we generated a net loss
of $12.1 million and had non-cash charges of $5.2 millian, including depreciation expense of $3,1 million, loss on disposal of assets of
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£383.000. amortization of financing costs of $225,000 and non-cash interest expense related to warrants issued with debt of $1.5 million. '
Inventory levels increased by $1.6 million and accounts receivable decreased by $466,000 as fourth quarter sales slowed. In addition,
accounts payable decreased by $1.2 million as capital expenditures projects slowed and production consumables purchases slowed. The
$10.1 miltion increase in cash provided by operating activities for the year ended December 31, 2006 compared to the year ended Oe-
cember 31, 2005 is primarily due to a decrease in net loss as we exited the two inch polished water business in 2006. Further, 2006 sales
included inventory that was added in 2005, and our accounts payable decreased in 2005 as production slowed and capital expenditures
were significantly reduced.

Cash flows used in investing activities

Net cash used in investing activities was $81.5 million, $2.3 million and $4.1 million for the years ended December 31, 2007, 2006 and
2005, respectively. In 2007, we used approximatety $7.1 million to purchase components used to construct additional crystal growth *
furnaces, approximately $1.7 million for infrastructure changes needed to commence operations in our new facility in Bensenville, lllinois
and approximately $1.7 million to purchase various equipment used to expand our production capacity in support of our sales growth, Also
in 2007, we used the proceeds of our initial public offering to purchase short term investment secwities. In 2005, we used approximately
$1.2 miilion to add crystal growth furnaces and approximately $1.1 million to upgrade existing capacity in other areas. In 2005, we used
approximately $1.7 million to construct crystal growth furnaces and approximately $2.4 million to increase polishing and slicing capacity.
We expect to spend between $12.0 million to $20.0 million per year for each of the next two years on capital expenditures to support our
expected sales growth.

Cash flows from financing activities

Net cash provided from financing activities was $75.1 miltion, $3.8 million, and $11.1 million for the years ended December 31, 2007,
2006 and 2005, respectively. Net cash provided from financing activities for 2007 reflects net proceeds received from our initial public
offering of $81.1 million, offset by the net repayment of borrowings of $5.0 miltion. Net cash provided from financing activities for 2006
reflects proceeds received from the sale of our Series E preferred stack of $5.6 million, offset by the net repayment of borrowings of $1.6
million. Net cash provided from financing activities for 2005 reflects proceeds of $4.9 million received from the sale of shares of our Series
D preferred stock and Sertes E preferred stock, as wel! as short-term borrowings from investors of $7.5 million, which were converted into
additional shares of our Series D preferred stock and Series E preferred stock. These amounts were partially offset by the net repayment
of borrowings of $1.4 miltion.

Future liquidity requirements

We betieve that our existing cash, cash equivalents, investments, and anticipated cash flows from operating activities will be sufficient to
meet our anticipated cash needs for at least the next 12 menths. These cash needs include cash required to fund our aperations, taking
into account anticipated increases in operating expenses and our planned capital expenditures to support our continued grawth. If the
assumptions underlying our business plan regarding future revenues and expenses change, or if unexpected opportunities or needs arise,
we may seek to raise additional cash by selling equity or convertible debt securities. If we raise additional funds through the issuance of
equity or convertible debt securities, the percentage ownership of our stockholders could be significantly diluted, and these newly-issued
securities may have rights, preferences or privileges senior o those of existing stockhalders. If we obtain debt financing, a substantial
portion of our operating cash flow may be dedicated to the payment of principal and interest on such indebtedness, and the terms of the
debt securities issuad could impose significant restrictions an our operatians. If we are unable 1o obtain financing on terms favorable to
us, we may be unable to successfully execuie our business plan.

Credit facilities

In April 2007, we entered into a three-year, $12.0 million term loan and a one-year, $4.0 millicn accounts receivable and inventory revoly-
ing line of credit financing agreement with Hercules Technology Growth Capital, Inc. These loans were collateralized by all of our assets.
The term loan was available for draw through December 31, 2007, subject to extension based on agreed financia! metrics. The term loan
interest rate was equal to the prime rate plus 3.375% and the ling of credit rate was equa! to the prime rate plus 0.25%. We repaid these
facilities in full with a portion of the proceeds of our initial public offering, and the agreement was terminated.

Contractual obligations

The contractual obligations presented in the table below represent our estimates of future payments under fixed contractual abligations
and commitments at December 31, 2007. Changes in our business needs as well as actions by third parties and other factors, may cause
these estimates 1o change. Because these estimates are complex and necessarily subjective, our actual payments in future periods

are likely to vary from those presented in the table. The following table sets forth information relating to cur contractual obligations at
December 31, 2007;
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PAYMENTS DUE IN

GOLLARS IN MILLIONS > 1 year
Operating lease cbligations $13 | $25 $22 $23 ' $83
- ™ - - SIS -
Capital lease obligations 0.1 — — - 0.1
oo — - p—— s —— - ———d 1
Purchase order cbligations 33 - — — 33 |
Total contractugl obligations $47 $25 $22 $23 $ 117

OFF-BALANCE SHEET ARRANGEMENTS

During 2007, 2006 and 2005, we did not engage in any off-balance sheet arrangements. We do not have any interest in entities referred to
as variable interest entities, which includes special purpose entities and other structured finance entities.

QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

Market risk is the risk of loss related to changes in market prices, including interest rates, of financial instruments that may adversely
impact our financial position, results of operations or cash flows.

Foreign currency exchange risk. To date, substantially all of our international sales have been transacted in US dollars. Accordingly,
we have limited exposure to foreign currency exchange rates and do not enter into foreign currency hedging transactions.

Interest rate risk. We do not have any long-term borrowings. Gur investments consist of cash, cash equivalents, commercial paper, state
and local bonds, and US treasury securities. The primary abjective of our investment activities is to preserve principal while maximizing
income without significantly increasing risk. We do not enter into investments for trading or speculative purposes. Our investments are
exposed to market risk due to a fluctuation in interest rates, which may affect our interest income and the fair market vatue of our invest-
ments. Due to the short-term nature of our investment portfolio, we do not believe an immediate 10% increase or decrease in interest
rates would have a material effect on the fair market value of our portfolio, and therefore we do not expect our operating results or cash
flows to be materially affected by a sudden change in market interest rates.

Inflation. Qur gperations have not been, and we do not expect them to be, materially affected by inflation. However, historically, the
prices we charge our customers are market driven, and therefore we may not be able to increase our prices to offset any increase in our
material or labor costs. Our inability or failure to do so could harm our business, financial condition and results of operations.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in accordance with accounting principles generally accepted in the United States requires us

to make estimates, assumptions and judgments that affect the amounts reported in our financial statements and the accompanying

notes. We base our estimates on historical experience and various other assumptions that we believe to be reasonable. Although these
estimates are based on our present best knowledge of the future impact on the company of current events and actions, actual results may
differ from these estimates, assumptions and judgments.

We consider to be critical those accounting policies that require our most subjective or complex judgments, which often result from a
need to make estimates about the effect of matters that are inherently uncertain, and that are among the most important of our account-
ing policies in the portrayal of our financial condition and results of operations. We believe the following to be our critical accounting
policies, inctuding the more significant estimates and assumptions used in preparation of our financial statements.

Revenue recognition. We recognize revenue from sales of products when:

> Persuasive evidence of an arrangement exists. We require evidence of a purchase order with the customer specifying the terms
and specifications of the product to be delivered, typically in the form of a signed quotation or purchase crder from the customer.

> Title has passed and the product has been delivered. Title passage and product delivery generally occurs when the product is
delivered t0 a comman carrier.

> The price is fixed or determinable. All terms are fixed in the signed quotation or purchase order received from the customer, The
purchase arders do not contain rights of cancellation, return, exchanges or refunds.

> Collection of the resulting receivahle is reasonably assured. Our standard arrangement with customers includes 30 day payment
terms, Customers are subject to a credit review process that evaluates each customer’s financial position and its ability to pay. We
determine collectibility by considering the length of time the customer has been in business and our histary of collections with that
custamer. If it is determined that collection is nat probable, no product is shipped and no revenue is recognized unless cash is received
in advance.
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R&D revenue is recognized as services are performed. We execute agreements with our customers that clearly describe the scope of the

project, the services we will provide, ownership of any tangible or intangible assets generated as part of the project, and the amount of consider-
ation we will receive.

There are no significant judgments or estimates associated with our revenue recognition policies or processes. All of our revenue is
denominaied in United States dollars.

Inventory valuation. We value our inventory at the lower of cost ar market, Market is determined based on net realizable value. Cost is
determined for raw materials on a first-in, first-out basis and work in pracess and finished goods are based on actual costs. We estab-
lish inventory reserves when conditions exist that suggest inventory may be in excess of anticipated demand or is cbsalete based on
customer required specifications. We evaluate the ability to realize the value of our inventory based on a combination of factors, including
forecasted sales, estimated current and future market value and changes in custamer’s product specifications. Recaveries of previously
written-down inventory are recognized only when the related inventory is so!d and revenue has been recognized. Based on current
demand and pricing of our products, we believe that it is unlikely that significant adjustments for inventory absalescence will occur. Our
method of estimating excess and obsolete inventory has remained consistent for all periods presented. However, if aur recognition of
excess or obsolete inventory is, or if our estimates of our inventory's potentia! utility become, less favorable than currently expected, ad-
ditional inventory reserves may be reguired.

Allowance for doubtful accounts. We estimate the allowance for doubtful accounts based on an assessment of the collectibility of
specific customer accounts. The determinaticn of risk for collection is assessed on a customer-by-customer basis considering our historical
experience and future orders with the customer, changes in payment patterns, and recent infarmation we have about the current status

of our accounts receivable balances. If we determine that a specific customer is a risk for collection, we provide a specific allowance for
credit losses to reduce the net recognized receivable to the amount we reasonably believe will be collected. We believe that based on the
customers to whom we sell and the nature of our agreements with them, our estimates are reasonabte. Our method of estimating collect-
ibility has remained consistent for all periods presented and with past collections experience. We believa that it is unlikely that significant
adjustments to allowances for doubtful accounts will be necessary.

Steck-based compensation. Effective January 1, 2006 we adopted SFAS 123R which amends SFAS 123 “Accounting for Stock-Based
Compensation” ("SFAS 1237}, and requires us to expense stock options based upon the fair market value on the date of grant. We adopted
SFAS 123R using the prospective method. Under this transition methad, the provisions of SFAS 123R are applied to new awards and to
awards modified, repurchased, or cancelled after January 1, 2008. We selected the Black-Scholes option pricing model to determine the
fair value of stock options. The determination of the fair value of stock-based payment awards on the date of grant using an option-pricing
model will be affected by assumptions regarding a number of complex and subjective variables. These variables include our expected
stock volatility over the term of the awards, actual and projected employee stock option exercise behaviors, risk-free interest rates,
forferures and expected dividends.

The expected term represents the weighted-average period that our stock options are expected to be outstanding and is based upon

the vesting term of our options, a review of a peer group of companies, and expected exercise behaviar. Until November 2007, we were
operating as a private company, and as a result, we were unable to use our actual price volatility data. Therefore, we estimate the volatil-
ity of our common stack based on volatility of similar entities over the expected term of our stock options. We base the risk-free interest
rate that we use in the option pricing model on US Treasury zero-coupon issues with remaining terms similar to the expected term on the
options. We do not anticipate paying any cash dividends in the foreseeable future and, therefore, use an expected dividend yield of zero in
the option pricing model. We are required to estimate forfeitures at the time of grant and revise those estimates in subsequent periods if
actual forfeitures differ from those estimates, The current forfeiture rate of 25% was based on our past history of pre-vesting forfeitures.

We had a choice of two attribution methods for altocating compensation costs under SFAS 123R, the “straight-line method,” which al-
locates expense on a straight-line basis over the requisite service period of the last separately vesting portion of an award, or the "graded
vesting attribution method,” which allocates expense on a straight-line basis over the requisite service period for each separately vesting
partion of the award as if the award was, in substance, multiple awards. We chose the former method and amortized the fair value of
each option on a straight-line basis over the service period.

Based on the variables affecting the valuation of our common stock and the methed used for allocating campensation costs, we recog-
nized $754,000 in stock compensation expense during the year ended December 31, 2007,

With respect to each option grant date for the years ended December 31, 2005 and 2006, and through Navember 15, 2007, we determined
the deemed fair value of our common stack. As there was no public market for our common stock during these pericds, this determination
was necessarily subjective. In making this determination, we considered a number of factors, including:

> the issuance price of our series of preferred shares to third parties;

> the liquidation preference and other rights of the preferred shares; and

> the fact that the option grants involved illiquid securities of a private company.
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For options granted through November 15, 2007, the board of directors set the exercise price far opticns granted based upon estimates of
fair value. In preparing for our initial public offering, the board of directors determined that the original methodalogy applied did not fully
camply with the requirements in the AICPA's Practice Aid "Valuation of Privately-Held-Company Equity Securities Issued as Compensa-
tion,” which we refer to as the practice aid. Revised valuations were prepared which vielded lower fair values for our common stock.

See "Valuation methodologies employed” below for further disclesure of the valuation methodology used in determining fair value per
share for financial reporting purposes. Therefare, far financial reporting purposes, we determined that it was appropriate to use $5.25 for
options granted in June and August 2007 as the fair value of our common stock within the Black-Scholes option pricing model consistent
with the revised valuation, For stock option grants after our initial public offering, the board of directors set the exercise price at the fair
market value per share on the date of grant.

The following table sets forth option grants made during 2007, with the intrinsic value calculated based on grant date fair
value.

Exercise price | Fair value est. per.share | Intrinsic value per share (1)

8.45 , 5.20 '[ — |

No. of options granted

June 2007 251,635
- — — - - oo e o —— ‘
August 2007 198,040 8.45 5.20 —
‘ Heoemm s —
November 2007 3 207,692 14.00 | 14.00 —
December 2007 111,758 17.60-18.50 17.60-18.50 —

{1) The financial reporting intrinsic value per share is the difference between the subsequently reassessed fair vatue per share for financial statement reporting purposes and
the exercise price per share as established on each applicable stock option grant date by our compensation commitiee and board of direttors as described above. There is no
intrinsic value because the exercisa price per share of each opticn exceeded the fair value of the common stock on the date of grant.

Valuation methodologies employed. The valuation methodologies we employed in connection with these opiion grants were based on
various generally accepted valuation methods. Specifically, at each reporting date we analyzed the value of the company, or the business
enterprise value, using market and income approaches, and then atlocated the business enterprise value using contingent claims analysis,
an application of option pricing theory. The allocation of the business enterprise value to convertible preferred stock, common stock,
warrants and stock options at September 30, 2007, June 30, 2007 and March 31, 2007 used option pricing theory and considered the
probability of an initial public offering.

In determining the business enterprise value at September 30, 2007, June 30, 2007 and March 31, 2007, we used both market and income
value approaches. The market approach used both comparable company and transaction valuation methods. The comparable company
market approach used revenue multiples ohserved in active securities markets and the transaction method used both revenue and EBITDA
[earnings befare interest, taxes, depreciation and amortization) multiples observed in the mergers and acquisitions market. The income
approach determines a business enterprise value using the discounted present valug of projected cash flow streams.

The final business enterprise value determined using the market and income approaches was then adjusted for appropriate marketahility
discounts, These marketability discounts were reduced at each reporting date, beginning with the December 31, 2006 reporting date, to
reflect the increased probability of the initial public offering.

The allocation of the business enterprise value to each class of preferred stock and commen stock was determined using contingant
claims analysis, which is based on the principles of ogtion pricing theory. Specifically, each class of security is modeled as a call option
with a unique claim on our assets. The resulting claims allocate the anticipated proceeds between the different securities upon a liguidity
event, which in our case was our initial public offering. In modeling each security as a call option, we used the Black-Scholes opticn pric-
ing model.

Determining the fair vatue of our convertible preferred stock. common stock, warrants and stock options involves complex and subjec-

tive judgments involving estimates of revenue, earnings, assumed market growth rates and estimated costs, as well as appropriate
discount rates, At the time of each valuation, the significant estimates used in the income approach {discounted cash flow model} included
estimates of aur revenue and revenue growth rates for several years into the future. Although each time we prepared such forecasts in
the preparation of a valuation report, we did so based on assumptions that we believed to be reasonable and appropriate, there can be

no assurance that any such estimates for earlier periods have come to pass or that any such estimates for future periods will prove to be
accurate.
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The mest significant factors contributing to the difference between the fair value of the shares of our commen stock subject to our 2007
stock optian grants and the initial public offering price are the increase in probability of the completion of an initial public offering of our
common stock and positive changes in market conditions. Due to our history of operating losses prior to 2007, including negative gross
profit in 2005, our ability to achieve our initial public offering price was highly contingent en achieving current strong operating results.
Achigving strong operating results in the quarter ended September 30, 2007 and through completion of our initial public offering validated
our financial projections for subsequent periods and resulted in our ability to obtain the estimated initial public offering price.

The aggregate intrinsic value of all stock aptions outstanding at December 31, 2007 is $30,583,633, based on what was the initial public
offering price.

Convertible preferred stock warrant liability. Beginning January 1, 2006, we began accounting for warrants to purchase our pre-
ferred stock issued in connection with financing agreements in accordance with FASB Staff Position (FSP) 150-5, "Accounting Under SFAS
150 for Freestanding Warrants and Other Simitar Instruments on Redeemable Shares” {"FSP 150-5"}. Pursuant to FSP 150-5, we svaluate
certain specifically identified conditions to determine whether the fair value of these warrants is required to be classified as a liability.
The fair value of the warrants that are classified as liahilities are adjusted for changes in fair value at each reporting period, and the cor-
responding non-cash gain or lass is recorded in current period earnings. We estimated the fair market value of these warrants at the re-
spective halance sheet dates using a Black-Scholes option-pricing model, based on the estimated market value of the underlying prefered
stock at the measurement date, the remaining contractual term of the warrant, risk-free interest rates and expected dividends on and
expected volatility of the price of the underlying preferred stock. These estimaies, especially the market value of the underlying preferred
stock and the expected volatility, are highly judgmental. The assumptions used in our Black-Scholes option pricing model for Series E, C,
B, B-2 and A warrants at January 1, 2006 upon the adoptien of FSP 1506-5 were: {i} remaining contractual terms of 2.1 to 9.9 years: {ii) risk-
free interest rate of 4.82% to 4.86%; (iii) expected volatility of 50% to 79%, and {iv) no expected dividend yield. The assumptions used in
our Black-Scholes option pricing model for Series E, C, B, B-2 and A warrants at December 31, 2006 were: (i) remaining contractual terms
of 1.3 10 9.1 years; (ii) risk-free interest rates of 4.70% 10 5%; {iii) expected volatility of 47% to 76% and {iv} no expected dividend yield.

In each case, the fair value of the underlying preferred stock was assessed primarily by a valuation prepared by management using the
practice aid.

Upon the clesing of our initial public offering in November 2007, outstanding warrants to purchase our preferred stock became warrants
to purchase shares of our common stock and certain of these warrants to purchase our preferred stock were net exercised. As a result,
upon the conversion of the preferred stock warrants to common stock warrants, the warrants were no longer subject to FSP 150-5. The
then-current aggregate fair value of these warrants was reclassified from liabilities to additional paid-in-capital, a component of stock-
holders’ equity, and we will cease to record any related periodic fair value adjustments.

Redeemable convertible preferred stock. Prior to cur initial public offering, we issued various classes of preferred stock. The hold-
ers of Series A, B, B-2, C, C-2, D, D-2 and E preferved stock had the aption to sell their shares back to us at the greater of the original
purchase price plus accrued and unpaid dividends or the current fair market value of the shares plus accrued and unpaid dividends. As a
result, the carrying value of the preferred stock was increased by an accretion amount each period so that the carrying amounts will equal
the greater of fair value plus accrued and unpaid dividends or original purchase price plus accrued and unpaid dividends. The accreted
amounts are recorded to accumulated deficit. The option to sell and the related accretion of the preferred shares terminated upon the
closing of our initial public offering.

The fair value of our preferred stock was determined based upon the sales price of our preferred stock to third-party investors, and in
2006 and 2007, when transactions in gur preferred stock were not available, based upon valuations prepared by management using the
methodology set forth in the practice aid. This methodalogy considered the probability and fair value of the sale of stock in an initial
public offering. The valuation methodologies we used to estimate the fair value of our preferred stock have been applied consistently for
all periods presented and the assumptions used were based on the best available information at that time. Accordingly, we do not believe
that adjustments to amounts recorded in respact of cur redeemable convertible preferred stack will be required.

RECENT ACCOUNTING PRONGUNCEMENTS

In July 2006, the Financial Accounting Standards Board ("FASB”} issued Financial Accounting Standards Interpretation No. 48, “Account-
ing for Uncertainty in Income Taxes™ {"FIN 487). FIN 48 clarifies the accounting for uncertainty in income taxes recognized in an enter-
prise’s financial statements in accordance with SFAS 108, "Accounting for Income Taxes” |"SFAS 109"). FIN 48 prescribes a recognition
and measurement method for a tax position taken or expected 1o be taken in a tax return. FIN 48 also provides guidance on derecognition,
classification, interest and penalties, accounting in interim periods, disclosures and transitions. FIN 48 is effective for fiscal years begin-
ning after December 15, 2006. We adopted this interpretation on January 1, 2007 and it did not have a material impact on our financial
statements,
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In September 2006, the FASB issued SFAS 157, “Fair Value Measurements” {“SFAS 157"}, which defines fair value, establishes a
framework for measuring fair valug in accordance with generaily accepted accounting principles, and expands disclosures about fair value
measurements. SFAS 157 is effective in fiscal years beginning after November 15, 2007. We have not yet determined the effect that the
adoption of SFAS 157 will have on our results of operations or financial pesition.

In February 2007, the FASB issued SFAS 159, “The Fair Value Option for Financial Assets and Financial Liabilities” {"SFAS 159”), SFAS 159
permits entities to measure at fair valug many financial instruments and certain other items on an instrument-by-instrument basis that are
not currently required to be measured at fair value. SFAS 153 is effective for fiscal years beginning after Navember 15, 2007. We have not
yet determined he effect that the adoption of SFAS 159 will have on our results of operations or financial position.

In December 2067, the FASB issued SFAS No. 160, "Noncontrolling Interests in Consolidated Financial Statements-—-an amendment of
Accounting Research Bulletin No. 51" (“SFAS No. 160"). SFAS No. 160 establishes accounting and reporting standards for ownership
interests in subsidiaries held by parties other than the parent, the amount of consolidated net income attributable to the parent and to the
noncontrolling interest, changes in a parent’s ownership interest, and the valuation of retained noncaniralling eguity investments when

a subsidiary is deconsolidated. SFAS No. 160 also establishes disclosure requirements that clearly identify and distinguish between the
interests of the parent and the interests of the nencontrolling owners. SFAS No. 160 is effective for us beginning January 1, 2009. We are
currently evaluating the potential impact that SFAS No. 160 will have on our financial statements.

In December 2007, the FASB issued SFAS No. 141{R}, “Business Combinations.” This Statement replaces FASB Statement No. 141, “Busi-
ness Combinations.” SFAS No. 141(R) establishes principles and requirements for how an acquiring company: recognizes and measures in
its financial statements the identifiable assets acguired, the liabilities assumed, and any non-contralling interest in the acquiree; recogniz-
s and measures the goodwill acquired in the business combination or a gain from a bargain purchase; and determines what information
to disclose to enable users of the financial statements to evatuate the nature and financial effects of the business combination, SFAS No.
141(R) further changes the accounting treatment for certain specific items, inctuding; acquisiticn costs will be generally expensed as in-
curred; acquired contingent liabilities will be recorded at fair value at the acquisition date and subsequentfy measured at either the higher
of such amount or the amount determined under existing guidance for non-acquired contingencies; in-process research and develapment
will be recorded at fair value as an indefinite-lived intangible asset at the acguisition date; restructuring costs associated with a business
combination will be generally expensed subsequent to the acquisition date; and changes in deferred tax asset valuation allowances and
income tax uncertainties after the acquisition date generally will affect income tax expense. SFAS No. 141(R} applies prospectively to our
business combinations for which the acquisition date is on or after

January 1, 2009.

FORWARD LOOKING STATEMENTS

Certain of the statements in this Annual Report, particularly those preceded by, followed by or including the words “believes,” “expects,”
“anticipates,” "i estimates,” or similar expressions, or those relating to or anticipating financial results, constitute

]

intends,” “should,
“forward-looking statements” within the meaning of Section 274 of the Securities Act of 1933, as amended. For those statements, the
company claims the protection of the safe harbor for forward looking statements contained in the Private Securities Litigation Reform Act
of 1995, These forward-looking statements are based on our current expectations, estimates and projections about our industry, manage-
ment’s betiefs and certain assumptions made by us. These statements are subject ta risks and uncertainties that could cause actual
results to differ materially from those expressed in, or implied by, the statements. These risks and uncertainties include managing the
expansion of our manufacturing capacity, market acceptance of LED lighting, our ability to adapt to future changes in the LED industry, our
successful development and market acceptance of RFIC and other new products, changes in the average selling prices of sapphire prod-
ucts, dependence on key customers, potential disruptions in our supply of electricity, changes in our product mix, our ability to protect our
inteflectual property rights, the competitive environment, the availability and cost of raw materials, the cost of compliance with environ-
mental standards, the ability to make effective acquisitions and successfully integrate newly acquired husinesses into existing operations
and other risks and uncertainties described in the company’s mast recent Form 10-K and ather filings with the Securities and Exchange
Commission. For these reasons, readers are cautioned not to place undue reliance on the company’s forward-looking statements. Any
forward-looking statement that the company makes speaks only as of the date of such statement, and the company undertakes no obliga-
tion t0 update any forward-looking statements, whether as a result of new informatian, future events ar otherwise. Comparisens of re-
sults for current and any prior periods are not intended to express any future trends or indications of future performance, unless expressed
as such, and should only be viewed as historical data.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
Board of Directors and Stockholders | Rubicon Technology, Inc.

We have audited the accompanying balance sheets of Rubicon Technology, Inc. {a Delaware Corparation) {“the Company”)

as of December 31, 2007 and 2006, and the related statements of operations, redeemable equity and stackholders’ equity {deficit),
and cash flows for each of the three years in the period ended December 31, 2007. These financiat statements are the responsibil-

ity of the Company’s management. Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board {United States).
Those standards reguire that we plan and perform the audit to obtain reasonahble assurance about whether the financial
statements are free of material misstatement. The Company is not required to have, nor were we engaged to perform an audit of
its internal control over financial reporting. Our audits included consideration of internal control over financial reporting as a basis
for designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the Company's internal contrel aver financial reporting. Accordingly, we express no such opinion. An audit also
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation, We believe that our audits provide a reasonable basis for our apinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of

the Campany as of December 31, 2007 and 2006, and the results of its operations and its cash flows for each of the three

years in the period ended December 31, 2007 in conformity with accounting principtes generally accepted in the United States of
America.

As discussed in Note 1, effective January 1, 2006, the Company adopted Statements of Financial Accounting Standards

No. 123{R), “Share-Based Payment.” In addition, as discussed in Noie 1, effective January 1, 2006, the Company adopted
Financial Accounting Standards Board Staff Position 150-5, “Issuer’s Accounting Under FASB Statement No. 150 for
Freestanding Warrants and Other Similar Instruments on Shares that are Radeemable.”

/s/ GRANT THORNTON LLP
Madison, Wisconsin
March 19, 2008
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RUBICON TECHNOLOGY, INC.
BALANCE SHEETS

IN THOUSANDS. OFHER THAN SHARE DATA

AS OF DECEMSBER 31,

ASSETS
Cash and cash equivalents $ 4380 $ 3638
Restricted cash 10 19
Short-term investments 67,765 _—
Accounts receivable, net 4673 2925
Inventories, net 2522 1,631
Spare parts 1,263 806
Prepaid expenses and other current assets 3% 681
Total current assets 81,908 9,700
Investments 3200 _—
Property and equipment, net 26,303 19,263
Other assets = 57
Total assets $1114n $ 29,020
T
LIABILITIES, REDEEMABLE EQUITY AND STOCKHOLDERS® EQUITY (deficit} :
Accounts payable $ 2512 $ 140
Current maturities of long-term debt — 1972
Current maturities of capital |ease obligations 43 251
Lines of credit, net of unamortized discount — 973
Accrued payroll 1,314 756
Deferred revenue 583 65
Corporate income and franchise taxes 385 75
Accrued and ather current liabilities 832 742
Convertible preferred stock warrant liability — 3773
Total current liabilities 5,729 10,088
Long-term debt and capital lease obligations, less current matuiities — 2628
Total liahilities 5,729 12,716 ¢
R Al
COMMITMENTS AND CONTINGENCIES (Note 10} |
Redeemable equity
Redeematie convertitle preferred stock, $0.001 par value, no shares authorized, ,
issued or outstanding at December 31, 2007, 139,785,871 shares authorized at |
December 31, 2006; 96,270,146 shares issued and outstanding at December 31, 2006;
liquidation amount; $92,823 at December 31, 2006 — 93,897
Stockholders’ equity (deficit) B
Preferred stock, $0.001 par value, 5,000,000 undasignated shares authorized,
no shares issued or outstanding — —
Common stock, $0.001 par value, 85,000,000 shares authorized and 20,488,608 and 252,183
shares issued and outstanding at December 31, 2007 and 2006 24 3
Additional paid-in ¢capital 258,243 —
Accumulated other comprehensive income 24
Accumulated deficit (153,609} 177,586
Total stockholders' equity {deficit) 109,682 {77,593}
Total liabilities, redeemable equity and stockholders’ equity (deficit) s $29,020

The accompanying notes are an integral part of these statements.
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RUBICON TECHNOLOGY, INC.
STATEMENTS OF OPERATIONS

YEAR ENDED DECEMBER 31,

IN THOUSANDS, OTHER THAN SHARF AND PER SHARE DATA 2007 2006 2005
Revenue S 34710 | $20752 5 16315
Cost of goods sald 2224k 18,885 “f.509
Gross profit {loss) 12,065 1.867 17.193)
Operating expenses:
General and administrative 6.157 3,298 4.688
Sales and marketing 675 1,062 1,268
Research and development 769 679 861
Asset impairment — 933 —
Loss on disposal of assets | 139 42 383 |
Income (losst from operations ) :1,32; (4147} {9,391) |
Other income {expense}: o
Change in carrying value of convertible preferred stock warrants 6,019 (1,962) —
Interest income 3713 5 14
Interest expense (1,458) (1,315) {2,749)
Total other income {expense) (7.108) {3,272} {2,735}
Loss before income taxes and cumulative effect of change in accounting principle {2,779) N {71419} (2,126}
Income taxes (75) — —
Loss before cumulative effect of change in accounting principle {2,854} (7.41#9)7 {12,126)
Cumulative effect of change in accounting principle — (221} -—
Net loss {2,854} (7,640 (12,126}
Dividends on preferred stock (5.625) 15,5631 {3.924)
Accretion of redeemable preferred stock {53.934)  {23.416) 4,404

Net loss attributable to commen stockhalders

$(68,413) _$136,619)

—_———
{11,646}

Met loss per common share attributable to commen stockholders,

1

basic and diluted $(27.22) [.‘ 1RE 57 | § (47.52)
Weighted average commen shares outstanding used in computing R

net loss per share attributable to commaon stockholders,

basic and diluted 2,513,487 742837 | 245073

The accompanying rotes are an integral part of these statements.
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RUBICON TECHNDLOGY, INC.

STATEMENTS OF REDEEMABLE EQUITY AND STOCKHOLDERS' EQUITY {DEFICIT})
IN THOUSANDS, OTHER THAN SHARE DATA

REDEEMABLE EQUITY
Redaemable canvertible
prefarred stock (notes 6&7)

COMMON STORCK STOCKHOLOERS' EQUITY (DEFICIT]

Total
slockholders
wquity {delicit)

Accum
Other
Cemp Ins.

Accumulated
deficil

Addtl. prid
in capital

SHARES AMOUNT SHARES AMDUNT

Balance at December 31, 2004 43465010 | $47427 228,135 $3 $14,504 8- ${44,784) | $1208N
Sale of Series D preferred stock 6123619 ML) — —_— —
Sale of Series E prefered stock 26,762,832 133 — — —
Exercisa of stock options _ 21,163 3 — kL]
Issuance of waerants in conjunction
with the procurement of loans - — 1,233 — 171
Beneficial conversion feature - - 678 — o}
Dividends on preferred stock — 1324 —_ (3.924) — 139241
Aceretion of preferred stock to redemption value —_ 14.204) —_ 4404 - — 4404
Net loss — — - — - {12,126) {12.126)
Balance at December 31, 2005 76,361,521 [ 59,365 ] 249,298 3 17,334 — (56,910} {39,573}
Sale of Series E preferred stock 19,918,625 ! 5563 - - — — —
Exercise of stock options — ! - . 2885 - ‘F e - — 14
Reclassification of warrants to liability — - — : o .41 - — {14771
Stock-based compensation — — — - 62 — — B2 |
Dividends on preferred stock - 5,563 — — 15,563 — — {5,563} l
Accretion of preferred stock to redemption value - 23416 — — [10,370) - {13,046 2346 |
Netloss — - — - - - psw s
Balance at December 31, 2006 " 96,270,146 93,897 252,183 3 — — {77,596) {77.593)
Exercise of stock options . — . — 12,4558 —_ 2 — - il
Reclassification of convertible preferred stock '
warrants from liability to equity — — —_— - 10,368 — — 10,388
Repurchase of fractional shares - — —_ ; — - - ; —_
Net exercise of stock warrants - — ek 4k B — — - ! —
Conwersion of redeemable prelerred stock i ' . |
to common stock 95.270.146) | (139,045) 19,995,009 ! 10 139.035 ; — — 139,045
Conversion of accurnulated preferred stock dividends !
ta common stock — {20.411)  |3.654,791 4 20487 —_ -- 2041
Beneficial conversion of dividends —_ - — 149 —_ (3049, —
Dividends an preferred stack 5,625 - - 5625! — . {5.625)
Restricted stock grant — 14,284 — — —
Stock-based compensation — — 4 — 754
Accretion of preferred stock to redemption value 59,934 —_ 17} 766, —_ 142 668 159,934)
Net proceeds from initial public offering --  [BECHLECT 7 31038 —_ 81,045
Unrealized gain on investments — — 24 2
Net loss — —_ —_ 7E%: {2.854)
Comprehensive incoma — — — {2,8301
Balance at Decembar 31, 2007 [ § —  BuISE3ES3 $2 §2:323 $24 (S 1153653 [ § 105682

The accompanying notes are an integral part of thesg statements.

2007 ANNUAL REFORT

[25]




RUBICON TECHNOLOGY, INC.

STATEMENTS OF CASH FLOWS
YEAR ENDED DECEMBER 31,

IN THOUSANDS

Cash flows from operating activities
Net loss £12854) | $(7640) 3112128
Adjustments to reconcile net loss i net cash provided by (used in) aperating activities
Depreciation and amortization 3355 309 apss
Amortization of fingncing costs " 17 225
Net loss on disposal of equipment 139 42 383
Asset impairment — 933 —
Change in carrying value of convertible stock warrants 6.019 2183 —
Stock-based compensation 754 62 —
Warrants issued for services — 2 —
Interest expense related to accretion 769 352 1,494
Changes in operating assets and liabilities:
Accounts receivable (1,748} {829) 466
Inventories : {891} 1,402 {1.572)
Spare parts {397 {53) (293)
Prepaid expenses and other assets i617) (84) 167
Accounts payable ! 1.09 661 11,233}
Accrued payroll | 558 4i8 85
Deferred revenue ' 518 64 {398}
Corporate income and franchise taxes ‘ 310 1B i3
Accrued and other current liabilities ‘ 0 (10 312
Net cash provided by (used in) operating activities ) 1107 659 (9.411)
Cash flows from investing activities '
Purchases of property and equipment {10,564} {2,373) {4,141)
Proceeds from disposal of assets 30 45 —
Purchase of investmants (70,941} — —
Net cash used in investing activities {81,479 (2,328) {4,141
Cash flows from financing activities o
Proceeds from issuance of common stock in initial public offering, net of issuance costs of $3,650 81.045 — — |
Proceads from sale of preferred stock - 5,553 4018
Proceeds from exercise of options 21 14 19
Restricted cash 9 {14) —
Proceeds from line of credit 3,060 1430 3120
Payments on ling of credit 13.973) {+.,598) {4.036)
Payments on capital lease obligations {251} (225} (826)
Borrowings from preferred stockholders — - 7,500
Proceeds from issuance of long-term debt 5,100 — 4,000
Payments on fong-term debt {9,841 11,321} {3.645)
Net cash provided by financing activities 75,110 2,841 11,070
Net increase {decrease) in cash and cash equivalents 742 2in 12,482}
Cash and cash equivalents, beginning of year 3.638 1.466 3948
Cash and ¢ash equivalenis, end of year $ 4,380 §$3638 5§ 1466
Supplemental disclosure of cash flow informaticn ' )
Cash paid during the year for interest $ 845 $867 @ $1.178
Supplemental disclosures of non-cash transactions :
Capital assets acquired for capitat lease obligations — 123 400
Warrants issued with debt instruments 586 . 1,233

Convarsion of debt to preferred stock — I 7500

Reclassification of preferred stock warrants to liability — i 1.447 —
Canversian of convertible preferred stock warrant liability to common stack warrants 10388 | —
Conversicn of redeemable preferred stock and accrued dividends to common stock 159,456 —
Dividend conversion feature 30,491 —
Restricted stock grant 189 —
Unrealized gain on investments 24 —

The accompanying notes are an integral part of these statements.
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RUBICON TECHNOLOGGY, INC.
NOTES TO FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Description of business

Rubicon Technology, Inc., a Delaware corporation (the “Company”), is an electronic materials provider that develops, manufactures
and sells manocrystalling sapphire and other innovative crystalline products for LEDs, RFICs, blue laser diodes, optoelectronics and
other optical applications. The Company maintains its operating facilities in the Chicago metropolitan area.

Initial public offering

On November 21, 2007, the Company completed its initial public offering (PO} of comman stock in which a tota! of 6,505,000
shares were sold at an issuance price of $14.00 per share. The Company raised a total of $31.1 million in gross proceeds from the
IPO, or approximately $81.0 million in net proceeds after deducting undenwriting discount and commissions of $6.4 million and
estimated other offering costs of approximately $3.6 million. Upon the closing of the IPQ, alf sharas of redeemable convertible
preferred stock outstanding and preferred stock dividends automatically converted into 13,385,722 shares of common stock. Also,
upon the closing of the IP0, 1,217,152 Series B preferred stock warrants, and 131,096 Series C preferred stock warrants were
exercised on a "net exercise” basis, which resulted in the Company issuing 48,068 shares of common stock.

The remaining preferred stock warrants outstanding converted into 806,972 warrants te purchase comman stack.

A summary of the Company’s significant accounting policies applied in the preparation of the accompanying financial
statements follows.

Reverse stock split

Al priar period commaon stock amounts have been retroactively adjusted to reflect a 1 for 13 reverse stock split effective August
30, 2007. As a result of this common stock split there was an automatic change in the conversion prices of all series of preferred
stock and their related dividend conversion rates at the same 1 {or 13 ratio.

Cash and cash equivalents
The Company considers all unrestricted highly liquid investments immediately available to be cash equivalents. Cash equivalents
primarily consist of time deposits with banks, unsettled trades and brokerage money market accounts.

Restricted cash

At December 31, 2007 and 2006, in connection with certain credit agreements, the Company is required to maintain $5,000 and
$15,781 of restricted certificates of deposit. At December 31, 2007 and 2006, the Company held $4,806 and $3.554 of employee
funds as part of a flexible spending program.

Investments

The Company invests available cash primarily in investment grade commescial paper, corporate notes and government securities.
Investments are classified as available-for-sale securities and are carried at fair market value with unrealized gains and losses re-
corded in accumulated other comprehensive income (loss). Baginning in 2007, the company has invested in auction-rate securities
with underlying investments in AAA rated securities. Auction-rate securities trade on a shorter term than the maturity date of the
underlying instrument based on an auction bid that resets the interest rate of the security. The auction or reset dates occur at inter-
vals of 30 days or less. Each investment is reviewed regularly to evaluate whether a decline in fair value is other than temporary. If
the decline is other than temporary the investment is written down to fair market valug with a charge to earnings. For purposes of
determining realized gains and losses, the cost of securities sold is based on specific identification.

Accounts receivable

The majority of the Company's accounts receivable are due from manufacturers, primarily in the sapphire substrate pelishing
business, serving the LED industry. Credit is extended based on an evaluation of the customer's financial condition. Accounts
receivable are due based on contract terms and at stated amounts due from customers, net of an allowance for doubtful accounts.
Accounts outstanding langer than the contractual payment terms are considered past due. The Company determines its allowance
by considering a number of factors incleding the length of time past due, the customer’s current ability to pay and the conditicn of
the general economy and industry as a whole. The Company writes off accounts receivable when they become uncollectible, and
payments subseguently received on such receivables are credited to the allowance for doubtful accounts.
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The following table shows the activity of the allowance for doubtful accounts:
YEAR ENDED DECEMBER 31,

2007 | 2006
Beginning balance I $ 146,460 $ 212,983
Charges (credits) to costs and expenses 42617 (44,702}
Accounts charged off, less recoveries — {21,821}
Ending balance $ 189,077 $ 148, 460

Inventaries
Inventories are valued at the lower of cost or market. Cost is determined using the first-in, first-out method, and includes
materials, labor and overhead. The Company reduces the carrying value of its inventaries for differences between the cost
and the estimated net realizable value, taking into account usage, expected demand, technological obsolescence and other
infarmation. Inventories are composed of the following:

YEAR ENDED DECEMBER 31,

Raw materials $1,215,244 $ 461,257

Work in progress 1,592,202 1,638,742

Finished goods 40,748 111,550
2,848,194 2211549

Reserve for obsolescence and realization {326,013) | (580,244}
$2,522,181 $1,631,305 ]

The following table shows the activity of the obsolescence and realization reserve:
YEAR ENDED DECEMBER 31,

2007 2006

Beginning balance . § 580,244 $ 159,770
Charges to costs and expenses {254,231) 420,474
Ending balance $ 326,013 § 580,244
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Property and equipment

Property and equipment consisted of the foltowing: VEAR ENDED DECEMBER 31

; 2007 2006

Machinery, equipment and tooling $27,995,566 $23,161,219
Leasehold impravemenis 3,608,001 3,045,089
Furniture and fixtures 707813 707,813
Information systems 545,983 545,983
Consiruction in progress 6150326 | 1923475 |
Total cost 39,007,689 29,383,579
Accumulated depreciation and amortization (12,704,531} (10,120,621)
Property and equipment, net $26,303,158 $19,262 958

Property and equipment are carried at cost and depreciated aver their estimated useful lives using the straight-line method. The
cost of maintenance and repairs is charged to expense as incurred. Significant renewals and improvements are capitalized. De-
preciation and amortization expense associated with property and equipment was $3,354.903, $3,091,043 and $3,067,730 for the
years ended December 31, 2007, 2006 and 2005.

Construction in progress includes costs associated with the construction of furnaces and deposits made on equipment purchases.
Interest costs capitalized were not significant for the years ended December 31, 2007, 2006 and 2005.

The estimated usefu! lives are as follows:

ASSET DESCRIPTION LIFE

Machinery, equipment and tooling 3-10 years

Leasehold improvements Lesser of life of lgase or economic life
Furniture and fixtures 7 years

fnformation systems 3 years

The cost of property and equipment included above subject to capital leases was $402,130 and $536,724 at December 31, 2007
and 2006. Accumulated depreciation on these assets was $107,235 and $70,447 at December 31, 2007 and 2008.

Asset impairment

In accordance with the provisions of Statement of Financial Accounting Standards {“SFAS") No. 144, "Accounting for the Impair-
ment on Disposal of Long-lived Assets”, property and equipment are reviewed for impairment whenever events or changes in
circumstances indicate that the carrying amount may not be recoverable. If the sum of the expected undiscounted cash flows is
less than the carrying value of the related asset or group of assets, a loss is recognized for the difference between the fair value
and carrying value of the asset or group of assets. An impairment loss of $933,000 was recorded on long-fived assets removed
from service during the year ended December 31, 2006. There were no impairment losses on long-lived assets for the years ended
December 31, 2007 and 2005.
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Warranty cost

The Company's sales terms include a warranty that its products will meet certain specifications and is based on terms that

are generally accepted in the marketptace. The Company records a current liability for the expected cost of warranty-related claims
at the time of sale. The warranty reserve is included in accrued and other current liabilities or the balance sheet.

The following table presents changes in the Company’s product warranty liability:

YEAR ENOED DECEMBER 31,

IN THOUSANDS 2007 2006
Balance, beginning of period $0 $ 50
Charged to cost of sales 1 352
Actual product warranty expenditures (11} (332}
Balance, end of period $30 §70

Fair value of financial instruments

The Company’s financial instruments consist primarily of cash and cash equivalents, short-term investments, accounts receivable,
accounts payable and debt. The carrying values of these assets and liabilities approximate their fair values due to the short-term
nature of these instruments at December 31, 2007 and 2006.

Concentration of credit risks and other risks and uncertainties

Financial instruments that could potentially subject the Company to concentrations of credit risk consist principally of cash and
cash equivalents and accounts receivable. At December 31, 2007 and 2008, the Company had $1,173,769 and $3,557,394 on
deposit at a financial institution in excess of amounts insured by the Federal Deposit Insurance Corporation. The Company performs
periodic evaluation of this tnstitution for relative credit standing. The Company has not experienced any losses in such accounts
and management believes it is not exposed to any significant nisk of loss on these-balances.

The Company currently depends on a small number of suppliers for certain raw materials, components, services and equipment,
inctuding key materials such as aluminum oxide and certain furnace companents. If the supply of these components were to be
disrupted or terminated, or if these suppliers were unable to supply the quantities of raw materials required, the Company may
have difficulty in finding or may be unable to find alternative sources for these items. As a result, the Company may be unable to
meet the demand for its products, which could have a material adverse impact on the Company. ;

Concentration of credit risk related to revenue and accounts receivable is discussed in Note 4 below.

Revenue recognition

The Company recognizes revenue from product sales when earned in accordance with Staff Accounting Bulletin, ("SAB"), No. 104,

“Revenue Recognition.” Revenue is recognized when, and if, evidence of an arrangement is abtained and the other criteria to sup-

port revenue recognition are met, including;

> Persuasive evidence of an arrangement exists. The Company requires evidence of a purchase order with the customer specifying
the terms and specifications of the product to be delivered, typically in the form of a signed guotation or purchase order from the
customer.

> Titfe has passed and the product has been delivered. Title passage and product delivery generally accur when the product is
delivered to a commaon carriar.

> The price is fixed or determinable. All terms are fixed in the signed quotation or purchase order received from the customer. The
purchase crders do not contain rights of cancellation, return, exchange or refund.

> Collection of the resulting receivable is reasonably assured, The Company’s standard arrangement with customers includes 30
day payment terms. Customers are subject to a credit review process that evaluates the customers’ financial position and their
ability 1o pay. Collectibility is determined by considering the length of time the customer has been in business and history of collec-
tions. 1§ it is detesmined that collection is not probable, no product 1s shipped and no revenus is recognized unless cash is received in
advance,
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The Company does not provide maintenance or other services and does not have sales that invalve multiple elements or deliver-
ables as defined under Emerging Issues Task Force Issue ("EITF"} No. 00-21, “Revenue Arrangements with Multiple Deliverables.”

Shipping and handling costs

In accordance with EITF 00-10, "Accounting for Shipping and Handling Fees and Costs”, the Company records costs incurred in con-
nection with shipping and handling products as cost of goods sold. Amaunts billed to customers in connection with these costs are
included in revenue and are not material for any of the periods presented in the accompanying financial statements.

Stock-based compensation )

Prior to January 1, 2006, the Company accounted for stock-based compensation arrangements in accordance with the

provisions of Aecounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees” {"APB 257), Financial
Accounting Standards Board's {"FASB”) Interpretation No. 44, “Accounting for Certain Transactions Involving Stock Compensation,
an Interpretation of APB Opinion No. 25" (“FIN 44”) and FIN 28, “Accounting for Stock Appreciation Rights and Other

Variable Stock Option or Award Plans”, and had adopted the disclosure provisions of SFAS No. 123, "Accounting for

Stock-Based Compensation” {"SFAS 123") and SFAS No. 148, "Accounting for Stock-Based Compensation—Transition and Disclo-
sure” ["SFAS 148”).

Effective January 1, 2006, the Company adopted SFAS 123(R}, “Share-Based Payment” {“SFAS 123R"), which revised SFAS 123,
and supersedes APB 25. SFAS 123R requires all share-based payments to employees. including grants of employee stock options,
to be measured at fair value and expensed in the statements of operations over the service period (generally the vesting period) of
the grant. Upon adoption, the Company transitioned to SFAS 123R using the prospective transition method, under which only new
awards (or awards modified, repurchased, or cancelled after the effective date) are accounted for under the provisions of SFAS
123R and expense is only recognized in the consolidated statements of operations beginning with the

first period that SFAS 123R is effective and continuing to be expensed thereafter. See Note 8 for further disclosure related to SFAS
123R.

Research and development
Research and development costs are expensed as incurred. Research and development expense was $769,421, $679,379
and $860,629 in 2007, 2006 and 2005,

Accounting for uncertainty in income taxes

in July 2006, the FASB issued FASB Interpretation No. {"FIN") 48, “Accounting for Uncertainty in Income Taxes—an Interpreta-
tion of FASB Statement No. 109", which became effective for the Company on January 1, 2007. FIN 48 clarifies the accounting
far uncertainty in income taxes recognized in an entity’s financial statements in accordance with SFAS No. 108, “Accounting for
Income Taxes”, and prescribes a recegnition threshold and a measurement attribute for the financia statement recognition and
measurement of tax positions taken or expected to be taken in a tax return. For those benefits to be recognized, a tax position
must be more-likely-than-not to be sustained upon examination by taxing authorities. Additionally, FIN 48 provides guidance on
derecognition, classification, interest and penalties, accounting in interim periods, disclosure and transition, The Company adopted
the provisions of FIN 48 on January 1, 2007. The total amount of unrecognized tax benefits as of the date of adoption was not
significant. As such, there are no unrecognized tax benefits included in the balance sheet that would, if recognized, affect the
eifective tax rate.

The Company’s practice is to recognize interest and/or penalties related to income tax matters in income tax expense. The
Company had no accruals for interest and penalties as of December 31, 2007 and 2006, and has not recognized any interest or pen-
alties in expense for the years ended December 31, 2007 and 2008. The Company is subject to taxation in the US and various state
jurisdictions. Due to the existence of net operating loss carryforwards, all tax years are open to examination by tax authorities.

Use of estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of
America {"US GAAP"} requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial statements, and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates.

Income taxes

Defesred tax assets and liabilities are provided for temporary differences between financial reporting and income tax bases of
assets and liabilities, and are measured using the enacted tax rates and laws expected to be in effect when the differences will
reverse. Deferred income taxes also arise from the future benefits of net operating loss carryforwards. Valuation allowances are
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established when necessary to reduce deferred tax assets to the amounts expected to be realized. A valuation allowance equal to
100% of the net deferred tax assets has been recognized due to uncertainty regarding the future realization of these assets.

0ther comprehensive income

Other comprehensive income refers to revenue, expenses, gains and losses that, under US GAAP. are included in other comprehen-
sive income {loss), but are excluded from net income (loss), as these amounts are recorded directly as an adjustment to stockhold-
ers’ equity, net of tax. For the year ended Oecember 31, 2007, the Company recorded an unrecognized gain on investments in
accumulated other comprehensive income. The Company’s net income (foss) is the same as other comprehensive income {loss) for
the years ended December 31, 2006 and 2005.

Convertible preferred stock warrant liability

Effective January 1, 2006, the Company adopted FASB Staff Position (“FSP*} 150-5, “Issuer's Accounting under FASB Statement
No. 150 for Freestanding Warrants and Other Similar Instruments on Shares that are Redeemable.” FSP 150-5 requires the Com-
pany to classify its outstanding preferred stock warrants as liabifities as the warrants are exercisable into redeemable preferred
shares. The fair value of warrants classified as liabilities is adjusted for changes in fair value at each reporting period, and the
corresponding non-cash gain or loss is recorded in current period eamings. The Company’s management determined the fair value
of the preferred stock warrants at January 1, 2006 and at each subsequeni reporting date. The methodology used to value the war-
rants was a Black-Scholes option-pricing model. The determination of the fair value using this model will be affected by assump-
tions regarding a number of complex and subjective variables. These variables include expected stock volatility over the contrac-
tual term of the warrants, risk-free interest rates, and the estimated fair value of the underlying preferred stock. The contractual
term used was equal io the remaining contractual term of the warrants. The volatility was based on an analysis of a peer group

of public companies. Historical price vaolatilities of these companies were evaluated over a period of time equal to the contractual
term of the warrants. The risk-free interest rates were based on US Treasury zero-coupon rates in effect at each reporting period
with terms consistent with the remaining contractual term of the warrants. The fair value of the underlying preferred stock at
January 1, 2006 and at each subsequent reporting date was determined based upon management's valuation of the Company
using market and income approaches and utilizing an option pricing methodology to allocate the Company valuation to each equity
security. The allocated valuation amounts were then probability weighted as prescribed by the AICPA Practice Aid "Valuation of
Privately-Held-Company Equity Securities Issued as Compensation” based upon management’s best estimates of an initial public
offering or remaining private. At the IPO all preferred stock warrants were converted to common stock warrants {see note 6) and
the liability value using the IPO price as an assumption in the Black-Scholes option-pricing model, was reclassified to equity.

Redeemable convertible preferred stock

The Company had issued various series of preferred stock. The holders of Series A, B, B-2, €, C-2, D, 0-2, and E preferred stock had
the option to sefl their shares back to the Company at the greater of the original purchase price plus accrued and unpaid dividends,
or the current fair market value of the shares plus accrued and unpaid dividends. As a result, the carrying value of the preferred
stock was increased by an accretion amount each period so that the carrying amounts was equal to the greater of fair value plus
accrued and unpaid dividends or the original cost plus accrued and unpaid dividends value for the Series A, B, B-2, C, C-2, D, D-2,
and E preferred stock. The accreted amounts were recorded to additional paid-in capital, if any, and then to accumulated deficit
(See Note 7). At the IPQ, the option to sell was terminated and the related accretion of the preferred shares was transferred to
additional paid-in-capital.
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Net loss per common share attributable to common stockholders
Net loss per share of common stock is as follows for the years ended December 31, 2007, 2006 and 2005:

YEAR ENDED DECEMBER 31,
E ‘ ' 2007 2006 | 2005

Net loss per common share: '

Basic and diluted: ;

Loss before cumulative effect of change in accounting principle o $(114)  $(2963) § {4948
Cumulative effect of change in accounting principle — (0.88) -
Net foss $ (14 $03058) S (49.48)
Net loss attribuiable to common stockholders ${2722) S{4657)  $(47.52)
A
Weighted average commeon shares outstanding used in:
Basic and diluted . 2,513,487 { 249,843 l 245,073

Basic net loss per share is computed by dividing net loss by the weighted-average number of common shares outstanding
during the period. Diluted net loss per share is computed by dividing net loss by the weighted-average number of dilutive
common shares outstanding during the period. Dilutive shares outstanding are calculated by adding to the weighted shares
putstanding any common stock equivalents from redeemable preferred stock, outstanding stock options and warrants based
on the treasury stock method.

Diluted net loss and net {oss attributable to common stockhaolders per share is the same as basic net loss attributable to
common stockholders per share in the years ended December 31, 2007, 2006 and 2005, since the effects of potentially dilutive
securities are anti-dilutive.

The number of anti-dilutive shares excluded from the calculation of diluted net loss per share is as follows as
of December 31;
YEAR ENDED DECEMBER 31,

i 2007 2006 2005

- 1
Prefered stock A 96,270,146 '76.351,521
Warrants 795845 9378628  8.815,041
Stock options 1,710,494 4 1,096,225 557,597

2,506,333 006,744,939 |85,725,158

Recent accounting pronouncements

In September 2006, the FASB issued SFAS 157, “Fair Value Measurements” {“SFAS 157"}, which defines fair value, establishes a
framewark for measuring fair value in accordance with generally accepted accounting principles, and expands disclosures about
fair value measurements. SFAS 157 is effective in fiscal years beginning after November 15, 2007. The Company does not expect
the adoption of SFAS 157 to materially effect its results of operatians or financial position.

In February 2007, the FASB issued SFAS 159, “The Fair Valus Option for Financial Assets and Financial Liabilities™ ("SFAS 1537).
SFAS 1593 permits entities to measure at fair value many financial instruments and certain other itemns on an instrument-by-
instrument basis that are not currently required to be measured at fair value. SFAS 159 is effective for fiscal years beginning
after November 15, 2007. The Company does not expect the adoption of SFAS 159 to materially affect its results of operations or
financial position,

In December 2007, the FASB issued SFAS No. 160, "Noncontrolling Interests in Consolidated Financial Statements—an amend-
ment of Accounting Research Bulletin No. 517 ["SFAS No. 1607). SFAS No. 160 establishes accounting and reporting standards for
ownership interests in subsidiaries held by parties other than the parent, the amount of consofidated net income attributable to
the parent and to the noncontrolling interest, changes in a parent’s ownership interest, and the valuation of retained noncontrolling
equity investments when a subsidiary is deconsolidated. SFAS No. 160 also establishes disclosure requirements that clearly iden-
tify and distinguish between the interests of the parent and the interests of the noncontrolling owners. SFAS No. 160 is effective
for us beginning January 1, 2009. We are currently evaluating the potential impact that SFAS No. 160 will have on our financial
statements.
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In December 2007, the Financial Accounting Standards Board {(FASB) issued SFAS No. 141(R), "Business Combinations.” This
Statement replaces FASB Statement No. 141, “Business Combinations.” SFAS No. 141(R} establishes principles and requirements
for how an acquiring company: recognizes and measures in its financial statements the identifiable assets acquired, the liahilities
assumed, and any non-controlling interest in the acquiree; recognizes and measures the goodwill acquired in the business combi-
nation or a gain from a bargain purchase; and determines what information to disclose to enable users of the financial statements
to evaluate the nature and financial effects of the business cambination. SFAS No. 141(R} further changes the accounting treat-
ment for certain specific items, including: acquisition costs will be generally expensed as incurred; acquired contingent liabilities
will be recorded at fair value at the acquisition date and subsequently measured at either the higher of such amount or the amount
determined under existing guidance for non-acquired contingencies; in-process research and development (IPRD) will be recorded
at fair value as an indefinite-lived intangible asset at the acquisition date; restructuring costs associated with a business combina-
tion will be generally expensed subsequent to the acquisition date; and changes in deferred tax asset valuation allowances and
income ax uncertainties after the acquisition date generally will affect income tax expense. SFAS No. 141{R} applies prospectively
to our business combinations for which the acquisition date is on or after January 1, 2009,

Reclassifications _
Certain prior period amounts on the halance sheet have been reclassified to conform to the current period presentation.

2. SEGMENT INFORMATION

The Company has determined that it operates in only one segment in accordance with SFAS No. 131, "Disclosures About
Segments of an Enterprise and Related Information”, as it only reports profit and loss information on an aggregate basis to its
chief operating decision maker.

Revenue is attributed by geographic region based on ship-to location of the Company’s customers. The following table
summarizes revenue by geographic region:

YEAR ENDED DECEMBER 31,

1N THREHSANDS

Asia - r §24805 S8 § 14406
2.211 1.845

North America 8.582
Europe 823 430 364
. R
Revenue $3a110 | $ 2,752 | $ 16,315

3. INVESTMENTS

Investments are available-for-sale securities recorded at fair value and unrealized gains and losses are reported as part of
accumulated other comprehensive incoms (loss).

The following table presents the amortized cost, and gross unrealized gains and losses on all securities

at December 31, 2007;

AVAILABLE-FOR-SALE-SECURITIES

GROSS GROSS
AMORTIZED UNREALIZED = UNREALIZED
i cosT GAINS LOSSES
U.S. Treasury securities and agency (taxable) [ $ 5,500 : $4 $ — $ 5504 ’
States and political subdivisions (taxable) 14,700 — —_ 14,700
Commercial Paper {taxable} 50,141 20 o 50,761

Totat available-for-sale securities $70,941 $24 — ] $ 70,965
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The net carrying value and estimated fair value of available-for-sale securities at December 31, 2007, by contractual
maturity, were as follows:

COST FAIR

VALUE

Due in one year or less $67,741 $67,765
Due after one year through three years : —_ —_
Due after three years $3.200 $3.200

4. SIGNIFICANT CUSTOMERS

For the year ended December 31, 2007, we had three customers that accounted for approximately 26%, 21% and 15% of our
revenue. For the year ended December 31, 2006, we had three customers that accounted for approximately 27%, 17% and 14% of
our revenue. For the year ended December 31, 2005, we had two customers that accounted approximately for 36% and 12% of our
revenue.

Customers individually representing more than 10% of trade receivables accounted for approximately 69% and 66% of accounts
receivable as of December 31, 2007 and 2006. The Company grants credit to customers based on an evaluation of their financial
condition, Losses from credit sales are provided for in the financial statements.

5. CREDIT ARRANGEMENTS

Long-term debt

The Company entered into a 2-1/2-year term loan in October 2003 with a lending institution used as general and equipment financ-
ing. The initial commitrent under the agreement was $8,000,000. Draws were made on this financing from Octaber 2003 to June
2004, Each loan was for a 30-month term with equal monthly payments of principal and interest payable over the life of the loan.
Each loan included an additional interest charge ranging from 0.5682% to 0.5696% due as a terminal payment paid in the last
month of the loan. On March 31, 2005, the Corpany amended its agreement to obtain an additional $4,000,000 general financ-

ing term loan. Payments of principal and interest commenced May 2005, with an initial payment of $140,831. The loan included

35 equal payments of $37,339 and a final balloon payment of $1,497,399, due May 1, 2008. Under the terms of the agreement,
warrants to purchase 131,096 Series C preferred shares at 50.7628 per share were issued [Note 7). Upon the Company’s IPO, the
warrants were net exercised for 5,380 shares of common stock.

In December 2005, the Company entered into a restructuring agreement with the lender to suspend monthly principal payments
until December 2006. All terminal payments were extended for 12 months, with the exception of the balioon payment, which
remained due an May 1, 2008, The remaining principal balance on the $4,000,000 extension |can was restructured as 17 equal
payments of principal and interest of $112,700 commencing December 1, 2006 with a final principal balloon payment of $2,263,402
due on May 1, 2008. In addition, warrants to purchase 2,298,645 Series E preferred shares at $0.2806 per share were issued {Note
7). Upon the Company's iPO, the warrants were converted into 176,818 common stack warrants. Interest rates were increased

by 300 basis points. The interest rate would decrease by 300 basis points in December 2008, if the Company achieved positive
earnings before interest, taxes, depreciation and amortization (“EBITDA”") for the fiscal quarter ending on December 31, 2006. At
December 31, 2008, the Company achieved the required positive EBITDA. The agreement includes monthly operating EBITDA,
revenue and capital expenditure covenants measured on a rolling two-month basis. At December 31, 2006, the Company was in
compliance with the covenants of the agreement.

On April 8, 2007, the Company entered into a three year $12,000,000 term joan. An initial draw of $5,093,674 was used to retire
all outstanding term debt, line of credit debt, terminal payments and debt fees. The term loan had an interest only period through
October 13, 2007 which was extended for two quarters as the Company met the required trailing quarterly EBITDA of excess of
$500,000. The term loan interest rate was prime plus 3.375%. Series E warrants to purchase 1,710,620 shares of Series E Pre-
ferred Stock were issued as part of this transaction. These warrants had an estimated fair market value of $596,151 at issuance.
On Novernber 26, 2007, the new terms loans were retired with proceeds from the IPO and the agreement was terminated. At the
tPO datie the Series E warrants were converted into 131,586 common stock warrants,
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Long-term debt consists of:
AS OF DECEMBER 31,

‘ 2007 2006

Term lcans at effective interest rates of 8.56% to 9.25%,

including $243,985 at 20086 of accreted terminal payments,

maturing at various dates from May 1, 2007 through December 1, 2007 ) $— | $1,255,018
Term loan at 12.14% effective interest rate, including $2,263,402 ‘

at 2006 balloon payment, matures May 1, 2008 — 3.475,027
Capital lease obligations — 293,760
Less unamortized warrants — (172.810)
Total long-term debt and capital lease abligations $— $4,8509%5 I
Less current maturities — {2.222.957)
Long-term debt and capital lease obligations, less current maturities 3 — $2678018 |

The loans were collateralized by a blanket security agreement, which includes all the assets of the Company.

Letter of credit

At December 31, 2006, the Company had a $10,781 letter of credit with a bank for the purpose of securing a lease on office space
the Company has sublet which was secured by a restricted certificate of deposit. On October 31, 2007 the lease on the office space
and the related letter of credit expired.

Lines of credit

The Company had borrowings of $241,006 at December 31, 2006 from a lending institution under the terms of a secured accounts
receivable revolving line of credit agreement. The agreement also included an option to finance up to $8,000,000 for the acquisi-
tion of equipment. On March 31, 2005, the amount of borrowings available under this line of credit was established at $3,000,000.
At December 31, 2006, borrowings bore interest at the US prime rate (effective rate of 8.25% at December 31, 2006) plus 2.0%.

As part of the December 2005 restructuring, a line of credit was added to the foan agreement for up to 50% of eligible inventory,
not to exceed $1,500,000. Borrowings under this line bore interest at the US prime rate (effective rate of 8.25% at December 31,
2006) plus 2.0%. At December 31, 2006, $731,665 was cutstanding on this line of credit. On April 9, 2007 the Company entered
into a cne year $4,000,000 accounts receivable and inventory line of credit with a different lender. Proceeds were used ta retire all
outstanding line of credit debt under the previous agreement. The line of credit interest rate was prime plus .25%. On November
26, 2007, the line of credit was retired with proceeds from the IPQ and the agreement was terminated.

Capital lease obligations

The Company leases certain machinery and equipment for use in the business. On March 8, 2005, the Company entered into a
$400,000, 36 month capital lease agreement to purchase machinery. The lease bears an interest rate of 21.57% and is payable in
monthly payments of principal and interest of $14,920. On April 4, 2006, the Company entered into a $17,485 capital lease agree-
ment to purchase equipment. The lease was payable in 12 monthly payments of $1,457. On September 25, 2006, the Company
entered into a $101,958 capital lease agreement to purchase equipment, A down payment of $10,545 was made on signing. The
remainder of the lease was payable in three equal installments of $31,583 commencing on January 25, 2007. The lease bore an
intesest rate of 5.86%.

Future maturities of capital lease obligations are as follows:
YEAR ENDING DECEMBER 31, 2008

Total minimum lease payments $44,761
Amaount representing interest (1,563)
Present value of minimum lease payments, including current portion $43,198
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6. STOCKHOLDERS' EQUITY (DEFICIT), REDEEMABLE STOCK CONVERSIONS,
ACCRUED DIVIDEND CONVERSIONS AND WARRANT CONVERSIONS.

COMMON STOCK—As of December 31, 2007, the Company had 85,000,000 shares of common stock authorized with a par
value of $0.001 and the Company hat reserved 1,710,494 shares of common stock for issuance upan the exercise of autstanding
common stock options. Also, 2,020,685 shares of the Company's common stock were reserved for future grants of stock options
{ar ather similar equity instruments) under the Company’s 2001 Equity Plan and 2007 Stock Incentive Plan as of December 31,
2007. In addition, 795,845 shares of the Company’s common stock were reserved for future exercise of outstanding warrants as of
Dacember 31, 2007.

On November 21, 2007, the Company complefed an IPQ of 6,505,000 shares of its common stock (including the underwriters' exer-
cise of their over-allotment option} at a public offering price of $14.00 per share. Net cash proceeds from the initial public offering
were $81 million after deducting offering costs.

REDEEMABLE STOCK CONVERSIONS—On August 28, 2007, 370,000 shares of Series A redeemable convertible
preferred stock was converted into 204,826 shares of common stock. In addition, holders of the Series A redeemable convertible
preferred stock were entitled to receive dividends. The dividends that accrued through August 28, 2607, the conversian date, were
$578,923 and were paid out in the form of 60,252 shares of common stock.

In addition, in connection with the completion of the IPO on November 21, 2007, and pursuant to the amended and restated

articles of incorporation of the Company, all outstanding shares of redeemable convertible preferred stock (Series A, B, B-2, C, C-2,

D, D-2 and E) were converted into an aggregate of 9,791,183 shares of commaon stock as follows:

PREFERRED STOCK SERIES AMDUNT OF COMMON SHARES
Series A Conversion 885,187
Series B Conversion 880,403
Series B-2 Conversion 2,149,614
Series C Conversion 262,999
Series C-2 Conversion 1,280,823
Series D Conversion 86,126
Series D-2 Conversion 655,403
Series E Conversion 3,590,628

9,791,183

ACCRUED DIVIDEND CONVERSIONS—Holders of all redeemable convertible preferred stock were entitled to
receive dividends. Such dividends accrued through November 21, 2007, the ctesing date of the IPO and were paid out in the
form of shares of common stock as follows:

PREFERRED STOCK SERIES ACCUMULATED DIVIDENDS COMMON SHARES ISSUED UPON CONVERSION
Series A $ 2624510 273150
Series B 4,099,085 563,061
Series B-2 ' 4,930,453 1,351,623
Series C 925,926 95,106
Series C-2 3,569,436 472,179
Series D 186,488 22,334
Series D-2 1,139,112 170,807
Series E 2,357,495 646,279
$19,832,505 3,594,539 .

2067 ANKUAL REPORIT

(31]




WARRANT CONVERSIONS—During 2007, preferred stock warranis were granted, exercised and expired as follows:

|

|

| SERIES A SERIES B SERIES B-2 SERIES C SERIES £

| Preferred stock warrants outstanding

: at December 31, 2007 17,060 1,792,351 647,379 131,098 6,790,802

| Granted — — — — 1,710,620
Exercised — 217152 — {131,096) —
Preferred stock warrants outstanding
on November 21, 2007 17,000 575,199 647,319 — 8,501,422
Conversion to common stock warrants upon IPO 9,410 44,243 99,377 — 653,942

1,217,152 Series B warrants and 131,096 Series C warrants were exercised in full in connection with the IPQ on a “net exercise”

basis, which resulted in the Company issuing 48,068 shares of common stock to the warrant holders.

7. REDEEMABLE EQUITY AND STOCKHOLDERS® EQUITY

The following are descriptions of the Series E, D, C, B and A redeemable convertible preferred stock and the Series E, C, B-2, B and
A greferred stock warrants. All classes of redeemable convertible preferred stock were converted into common stock on November

21,2007, the date the Company completed its 1PO.

As of December 31, 2006 and 2005, the Company had redeemable convertible preferred stock, as follows:
AS OF DECEMBER 31,

. THOLSANDS

Authorized shares 139,786 129,895

Qutstanding shares:
Series A 1,969 1,969
Series B 11.445 11,445
Series B-2 14,001 14,601
Series C 3.357 3,357
Series C-2 12,693 12,693
Series D ! 865 | 865
Series D-2 | 5258 5,258
Series E 46,682 26,764

Total outstanding shares 96,270 76,352
Liquidation amounts:
Series A § 18,358 $ 17,733 !
Serigs B and B-2 32,464 30,521
Series C and C-2 15,368 13,971
Series D and D-2 5,864 5,350
Series E 20,749 11,300

Total liquidation amounts $ 92,823 $ 78,875

Cumulative proceeds, net of issuance costs:

Series A $ 10473
Series B and B-2 14,204
Series C and C-2 12,142
Series D and D-2 4982
Series E 12,989
Total cumulative proceeds, net of issuance costs $ 54,790

$ 10,473
14,204
12,142

4,982
1.436
$ 49,237
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The Company issued various series of preferred stock. At anytime after December 15, 2008, the holders of Series E, D, D-2, €, C-2,
B, B-2 and A preferred stack had the option te sell their shares back to the Comgpany at the greater of ariginal purchase price plus
accrued and unpaid dividends, or the current fair market value of the shares plus accrued and unpaid dividends. As a result, the
carrying value of the preferred stock was increased by an accretion each period so that the carrying amounts will equal the greater
of original purchase price plus accrued and unpaid dividends, or the current fair market value of the shares plus accrued and
unpatd dividends for the Series E, D, D-2, C, C-2, B, B-2 and A preferred stock. The accreted amounts were recorded to additional
paid-in capital, if any, and then to accumulated deficit, The accretion recorded during 2007 was recorded to bring the carrying
value of the redeemable convertible preferred stock to their redemption values as of November 21, 2007, the date the company
completed its fP0 and converted all of the redeemable convertible preferred stock outstanding into common stock.

As of December 31, 2005, the excess of fair market value of the Company’s Series B and B-2 preferred stock aver the original
purchase price plus accrued and unpaid dividends decreased by $5.161,000 from December 31, 2004. This decrease was primarily
offset by an increase in fair market value of the Company’s Series E preferred stock over the same period to arrive at the net credit
balance for accretion of redeemable preferred stock of $4,404,000 for the year ended December 31, 2005.

Dividend conversion feature

The Company's redeemable convertible preferred stock provided that the holder, at their discretion, could require the conversien of
accumulated dividends into either cash or common stock based upon stated conversion rates. Accordingly, in accordance with EITF
00-27, "Application of Issue No. 98-5 to Certain Convertible Instruments”, any excess of the fair value of common stock the holder
would receive over the accumulated dividends is recorded as the dividends are accrued. At December 31, 2006 and November 21,
2007, the (PO date, the accumulated dividends were greater than the value of the shares the hoider would receive upon conver-
sion. At the closing of the IPO accumulated dividends were converted to common stock.

Series E redeemable convertible preferred stock

During 2005, the Company sold 26,762,892 shares of its Series E preferred stock at $0.2806 per share. In November 2005,
19,601,160 of those shares were issusd simultaneously with the first sale of the Series E stock, as a result of the automatic
conversion of $5,500,000 of principal under certain pramissory notes issued by the Company from August 2005 through October
2005. In cannection with the promissory notes, the Company issued detachable warrants, the number and exercise price of which
were not known until the completion of the subsequent financing in November 2005. The Company recorded the fair value of the
warrants of $773,621 and heneficial interest upon conversion of $678,000. The remaining 7,161,732 shares were sold in November
and December 2005. [n early 2006, the Company sold 19,918,625 shares of its Series E preferred stock at $0.2806 per share.

Each share of Series E preferred stock had a $0.001 par value. Each share of Series E preferred stock was entitled to a liquidation
preference equal to $0.4210 per share plus any accrued but unpaid dividends on such share. The liquidation preference on the Se-
ries E was payable in preference to the payment of all liquidation preferences an all other series of preferred stock of the Company
and participated pro rata with the common stock and the other serigs of preferred stock in any remaining assets of the Company
after payment of all the liquidation preferences on outstanding preferred stock.

Each share of Series E preferred stock accrued cumulative dividends at a rate of $0.02806 per annum, compounded annually. At
December 31, 2006, accumulated and undeclared dividends were $1,096,021. Each outstanding share of the Series E stock was
convertible into 0.0763 share of the Company’s common stock and, at the option of the halder, accrued dividends on such share
were convertible into shares of common stock at the rate of $3.6478 per share. The holders of Series E preferred stock were
entitled 10 vote on all matters on which helders of the Company’s common stock were entitled to vote, voting on an as-converigd
basis, except as the holders of common stack are entitled to vote as a separate class of stock as provided by law or the Company’s
certificate of incorporation. ’

Series D redeemable convertible preferred stock

Curing 2005, the Company sold 6,123,619 shares of its Series D preferred stock at $0.8312 per share. Of those shares, 2,514,388
were issued simultaneously with the first sale of the Series D stock, as a result of the automatic conversion of $2,000,000 of
principal under certain promissory notes issued by the Company in March 2005,

In connection with the sales of Series E preferred stock of the Company, certain holders participating in the Series E offering were
entitled to and exchanged 5,258,432 shares of Series D stock for 5,258,432 shares of a newly authorized series of preferred stock
called Serigs D-2 preferred stock, The terms, rights and preferences of the Series D stock and the Series D-2 stock were identical
except for the rate by which such stock and related dividends were convertible into common stock of the Company. More specifi-
cally, the Series D stock was not entitled to any anti-dilution adjustment to the rate by which the Series D stock was convertible
into common stock by reason of the issuance of the Series E stock.
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Each share of Series D and D-2 preferred stock had a $0.001 par value. In liquidation, each share of Series D and D-2 preferred
stock was entitled to a liquidation preference equal to $0.8312 per share plus any accrued but unpaid dividends on such share. The
liquidation preference on the Series D and D-2 stack was payable only after payment in full of the liquidation preference payable
with respect to the Series E stock, but in preference to the payment of all liquidation preferences an all other series of Company’s
preferred stock. After payment of all the liquidation preferences attributable to the preferred stock, the holders of the outstanding
Series D and D-2 stock participated pro rata with the common stock and each other series of preferred stock in the distribution of
any remaining assets of the Company.

Each share of Series D and 0-2 preferred stock accrued cumulative dividends at a rate of $0.08312 per annum, compounded annu-
ally. At December 31, 2008, accumulated and undeclared Series D-2 and D dividends were $6B82,086 and $112,226, respectively.
Each outstanding share of the Series D stock was convertible into 0.0995 shares of the Company’s comman stock and, at the
option of the holder; accrued dividends on such share were convertible into shares of common stock at the rate of $8.3499 per
share. Each outstanding share of the Series D-2 stock was convertible into 0.1246 shares of the Company’s common stock and,

at the option of the holder, accrued dividends on such share were convertible inte shares of comman stock at the rate of $6.669
per share. The holders of Series D and D-2 preferred stock were entitled to vote on all matters on which holders of the Company's
common stock were entitled to vote, voting on an as-converted basis, except as the holders of common siock were entitled to vote
as a separate class of stock as provided by law or the Company’s certificate of incorporation.

Series C redeemable convertible preferred stock

In 2005, in connection with the sales of Series E preferred stock of the Company, certain holders participating in the Series E of-
fering were entitled to and exchanged 12,693 (13 outstanding shares of Series C preferred stock for 12,693,013 shares of a newly
authorized series of preferred stock called Series C-2 preferred stock. The terms, rights and preferences of the Series C stock and
the Series C-2 stock were identical except for the rate by which such stock and related dividends were convertible into commaon
stock of the Company. More specifically, the Series € stock was not entitled to any anti-dilution adjustment to the rate by which
the Series C stock was convertible into common stock by reason of the issuance of the Series E stock.

Each share of Series C and C-2 preferred stock had a $0.001 par value. In fiquidation, each share of Series C and C-2 preferred
stock was entitled to a liquidation preference equal to $0.7628 per share plus any accrued but unpaid dividends on such share. The
liquidation preference on the Series C and C-2 stock was payable only after payment in full of the liguidation preference payable
with respect to the Series £, D and D-2 stock but in preference to the payment of all liquidation preferences on all other series of
the Company's preferred stock. After payment of all the liquidation preferences attributable to the preferred stock, the holders of
the outstanding Series C and C-2 stock participated pro rata with the commen stock and each of the other series of preferred siock
in the distribution of any remaining assets of the Company.

Each share of Series € and C-2 preferred stock accrued cumulative dividends at a rate of $0.07628 per annum, compounded annu-
ally. At December 31, 2008, accumulated and undeclared Series C-2 and C dividends were $2,471,861 and $653,662, respectively.
Each outstanding share of the Series C stock was convertible inio 0.0784 shares of the Company’s common stack and, at the option
of the holder, accrued dividends on such share were convertible inta shares of common stock at the rate of $9.7357 per share. Each
outstanding share of the Series C-2 stock was convertible into 0.1009 shares of the Company’s comman stock and, at the option

of the holder, accrued cividends on such share were convertible into shares of common stock at the rate of $7.5595 per share. The
holders of Series C and C-2 preferred stock wese entitled to vote on all matters on which holders of the Company's common stock
were entitled to vote, voting on an as-converted basis, except as the holders of comman stock were entitled to vote as a separate
class of stock as provided by law or the Company's certificate of incorporation,

Series B redeemable convertible preferred stock

in 2005, in connection with the sales of Series E preferred stock of the Company, certain holders participating in the Series E offer-
ing were entitled to and exchanged 14,001,191 outstanding shares of Series B stock for 14,001,197 shares of a newly authorized
series of preferred stock called Series B-2 stock. The terms, rights and preferences of the Series B stock and the Series B-2 stack
were identical except for the amount of the liquidation preference and the rate by which such stock and refated dividends were
convertible into comman stack of the Company. The Series B stock was not entitled to any anti-dilution adjustment to the rate by
which the Series B stock was convertible into common stock by reason of the issuance of the Series E stock.

Each share of Series B and B-2 preferred stock had a $0.001 par value. In liquidation, each share of Series B preferred stock was
entitled to a liquidation preference equal to $0.8415 per share and each share of Series B-2 preferred stock was entitled to a
liguidation preference equal to $1.122 per share, in each case plus any accrued but unpaid dividends on such share. The liquidation
preference on the Series B and B-2 stock was payable only after payment in full of the liquidation preference payable with respect
to the Series E, D, D-2, C and C-2 stock but in preference to the payment of all liquidation preferences on sharss of the Company’s

Series A preferred stock. After payment of all the liquidation preferences afiributable to the preferred stock, the holders of the outstanding
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Series B and B-2 stock participated pro rata with the common stock and each of ihe other series of preferred stock in the distribution of
any remaining assets of the Company.

Each share of Series B and B-2 preferred stock accrued cumulative dividends at a rate of $0.056 per annum, compounded annually.
At December 31, 2006, accumulated and undeclared Series B-2 and B dividends were $3,919,698 and $3,204,148, respectively.
Each outstanding share of the Sertes B stock was convertible into 0.0769 share of the Company’s common stock and, at the option
of the holder: accrued dividends on such share were convertible into shares of comman stock at the rate of $7.28 per share. Each
outstanding share of the Series B-2 stock was convertible into 0.1535 shares of the Company's common stock and, at the option
of the holder, accrued dividends on such share were convertible into shares of common stock at the rate of $3.6478 per share. The
holders of Series B and B-2 preferred stock were entitled to vote on all matters on which holders of the Company’s common stock
were entitled to vote, voting on an as-converted basis, except as the halders of comman stock were entitled to vote as a separate
class of stock as provided by law or the Company’s certificate of incorporation.

Series A redeemable convertible preferred stock

Each share of Series A stock had a $0.001 par value. In liquidation, each share of Series A stock was entitled to a liquidation pref-
erence equal to $7.9785 per share plus any accrued but unpaid dividends on such share. The liguidation preference on the Series
A stock was payable only after payment in full of the liquidation preference payable with respect +o all of the other outstanding
series of preferred stock. After payment of all the liquidation preferences attributable to the preferred stack, the holders of the
outstanding Series A stock participated pro rata with the common stock and each of the other series of preferred stock in the
distribution of any remaining assets of the Company, except that the holders of Series A were limited in their further distribution
pursuant to a formula set forth in the Company’s certificate of incorporation.

Each share of Series A preferred stock accrued cumulative dividends at a rate of $0.26595 per annum, compounded annually.

At December 31, 2006, accumulated and undeciared Series A dividends were $2,647,658. Each outstanding share of the Series

A stock was convertible into 0.5536 shares of the Company’s common stock and, at the option of the holder, accrued dividends

on such share were convertible into shares of common stock at the rate of $9.6083 per share. The holders of Series A preferred
stock were entitled to vate on all matters on which holders of the Company’s common stack were entitled to vote, voting on an
as-converted basis, except as the holders of common stock were entitled to vote as a separate class of stock as provided by law or
the Company's certificate of incorporation.

Warrants

At December 31, 2006, the Company had 6,790,802, 131,096, 647,378, 1,792,351 and 17,000 warrants cutstanding for the pur-
chase of the Company's Series E, C, B-2, B and A preferred stock at a price per share of $0.2806. $0.7628, $0.56, $0.56 and $5.319.
The warrants were net exercised or converted to common stock at the closing of the IP0, as described in Note 6. All warrant
holders had the option to convert the warrants into a number of shares determined by dividing (a) the aggregate fair market value
of the shares issuable upon exercise of the warrant less the aggregate warrant price of such shares by (b) the fair value of one
share. In addition, certain warrants contained an automatic exercise provision whereby the warrants were deemed automatically
exercised immeadiately before the expiration or termination of the warrant if the fair value of one share of either {a) the preferred
stock subject to the warrant or (b) the Company’s common stack issirable upon conversion, was greater than the warrant price.

As discussed in Note 1, in 2006, the Company adopted FSP 150-5 resulting in the reclassification of the carrying value of the
preferred stock warrants as a liability and began recording the warrants at fair value at each reporting period with any increase or
decrease in fair value reported in other income (expense). For the year ended December 31, 2006, $221,000 was recorded as the
cumulative effect of change in accounting principle and $1,962,000 was recorded in other income {expense) as the change in value
for the year. The assumptions used in the Company’s Black-Scholes option pricing model for Series E, C, B-2, B and A warrants at
January 1, 2006 upon the adoption of FSP 150-5 were: {i} remaining contractual term of 2.1 to 9.9 years; {ii] risk-free interest rates
of 4.82% to 4.86%; (iii) expected volatility from 50% to 79%; and {iv) no expected dividend yield. The assumptions used in the
Company’s Black-Scholes option pricing model for Series E, C, B, B-2 and A warrants at December 31, 2006 were : (i} remaining
contractual term of 1.3 to 9.1 years; i} risk-free interest rates of 4,70% to 5%; {iii) expected volatility of 47% to 76%; and {ivl no
expected dividend yield.

During 2007 the Company issued warrants to purchase 1,710,620 shares of Series E preferred stock in conjunction with procure-
ment of long-term debt. Upon the closing of the Company’s IPO, the Series E preferred stock warrants were converted into 131,606
commoan steck warrants, as described in Note 6. The warrants have an exercise price $3.6478 per share, and expire November 21,
2010. The estimated fair value of $596,151 was recorded as a reduction on the amount of the loan at the time the warants were
granted. Upon the closing of the IPO, the loan was repaid and the discount was charged to interest expense.
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During 2008, the Company issued warrants to purchase 571,988 shares of its Series E preferred stock in conjunction with a loan
guarantee and an executive search. Upon the ¢losing of the Company’s IPO, the Series E preferred stock warrants were converted
into 43,997 common stock warrants as described in Note 6. The warrants have an exercise price of $3.6478, are immediately
exercisable, and expire 10 years from the date of issuance. The fair value of the warrants of $81,230 and $31.648 was recorded as
interest and recruiting expense.

During 2005, the Company issued warrants to purchase 3,920,169 shares of its Series E preferred stock in conjunction with the is-
suance of $5,500,000 of convertible promissory notes issued by the Company to investors from August 2005 through Qctober 2005.
Upon the closing of the Company’s IPQ, the Series E preferred stock warrants were converted into 301,541 common stock warrants,
as described in Note 6. The warrants have an exercise price of $3.6478, are immediately exercisable, and expire 10 years from

the date of issuance. The fair value of the warrants of $773,621 and the vatue of the beneficial conversion feature contained in

the notes of $678,000 were recorded as a debt discount ai the time the warrants were granted. interest expense in the amount of
$1.451,621 was recorded in 2005 to reflect accretion of the loan.

During 2005, the Company issued warrants to purchase 2,298,645 shares of its Series E preferred stock in conjunction with the
restructuring of loans. Upon the closing of the Company’s IPQ, the Series E preferred stock warrants were converted into 176,818
common stock warrants, as described :n Note 6. The warrants have an exercise price of $3.6478, are immediately exercisable, and
expire 10 years from the date of issuance. The fair value of the warrants, $454,575, was recorded as a reduction in the amount of
the loan at the time the warrants were granted. Interest expense in the amount of $172,810, $260,165 and $21,600 were recorded
in 2007, 2006 and 2005 to reflect accretion of the loan.

During 2005, the Company issued warrants to purchase 131,096 shares of its Series C preferred stock in conjunction with the
procurement of loans. The fair value of the warrants, approximately $5,565, was recorded as a reduction in the amount of the loan
at the time the warrants were granted. Interest expense in the amount of $9,565 was recorded in 2005 ta reflect accretion of the
loan. The warrants were exercised in full in connection with the IPQ en a “net exercise” basis, resulting in the issuance of 3,128
shares of common stock.

During 2003, the Company issued warrants to purchase a total of 2,238,837 shares of its Series B preferred stock in conjunction
with the procurement of loans. The fair value of the warrants, approximately $47,000, was recorded as a debt discount at the time
the warrants were granted. Interest expense in the amount of $15,647 was recorded in 2005 and 2004 to reflect the accretion

of the loan. In 2005, in connection with the Company’s Series E preferred stock financing, holders of 647,379 of the warrants to
purchase Series B preferred stock converted their warrants to warrants to purchase shares of Series B-2 preferred stock. Upon the
closing of the [P0, 1,217,152 of Sernies B preferred stock warrants were exercised in full on a “net exercise” basis, which resulted
in the issuance of 44,940 shares of common stock and 575,199 of the Series B preferred stock warrants were converted into
44,243 common stock warrants. The Series B-2 preferred stock warrants were converted into 99,377 comman stock warrants,

The exercise price and expiration dates of the common stock warrants is as follows:

NUMBER OF WARRANTS EXERCISE PRICE EXPIRATION DATE
36,839 $3.6478 April 15, 2008
36,839 $3.6478 June 10, 2008
25,699 $3.6478 June 19, 2008

During 2002, the Company issued warrants to purchase 200,893 shares of its Series B preferred stock in conjunction with the
procurement of loans, Upon the closing of the IPO, these Series B preferred stock warrants were converted into 15,452 common
stock warrants. Subsequent to the IPQ, 1,717 of these common stock warrants were converted into 1,074 shares of common stock
on a “net exercise” basis. The warrants have an exercise price of $7.28, are immediately exercisable, and expire an November 12,
2012. The fair value of the warrants, approximately $78,000, was recorded as a reduction in the amount of the loan at the time the
warrants were granted. The loans were repatd during 2003 and approximately $56,000 of unamortized warranis was recorded as
interest expense.

During 2001, the Company issued warrants to purchase 834,357 shares of its Series A preferred stock in conjunction with the pro-
curement of loans. During 2002, the Company canceled 867,966 of the warrants for no value and 9,401 warrants expired in 2008.
Upon the closing of the IPO, the remaining 17,000 Series A preferred stock warrants were converted into 9,410 common stock
warrants. Subsequent to the IPQ, these common stock warrants were converted into 4,761 shares of common stock on a

“net exercise” basis.
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The fair value of warrants issued in 2006 and 2005 were estimated on the date oi grant using the Black-Scholes option-pricing
model with the following assumptions: risk-free interest rate of 4.39%, zero dividend yield, expected lives through the expiration
dates, and volatifity of 84%. The fair value of warrants issued from 2001 to 2003 was estimated an the date of grant using the
Black-Scholes option pricing mode! with the following assumptions: risk-free interest rate of 2.8%, no dividend yield, expected
lives through the expiration dates, and volatility of 65%.

8. STOCK INCENTIVE PLANS

The Company sponsors a stock option plan, the 2001 Equity Plan (ihe “2001 Plan”), which allows for the grant of incentive and

nonqualified stock options for the purchase of common stock, Each option entitles the holder to purchase one share of commaon
stock at the specified aption exercise price. The exercise price of each incentive stock option granted must not be less than the
fair market value on the grant date. At the discretion of management and with the approval of the Board of Directors, the Com-
pany may grant options under the 2001 Plan, Management and the Board of Directors determine vesting periods and expiration
dates at the time of the grant.

In August 2007, the Company adopted the 2007 Stock Incentive Plan {the "2007 Plan”], which allows far the grant of incentive
stock optiens, non-statutory stock options, stock appreciation rights, restricted stock, restricted stack units, performance awards
and bonus shares. The maximum number of shares which may be awarded or sold under the 2007 Plan is 2,307,692 shares. The
Board of Directors appoints a committee to administer the plan. The plan committee determines the type of award to be granted,
the fair market value, the number of shares covered by the award, and the time when the award vests and may be exercised.

The following table summarizes the activity of the stock incentive and equity plans:

NUMBER OF \WEIGHTED-AVEFAGE NUMBER DF RESTRICTED

SHARES AVA. ABLE

FOR CRANT QPTIONS QUTSTANDING | OPTION EXERCISE PRICE STOCK SHARES ISSUED
Qutstanding at December 31, 2004 30,662 637,164 $35
Autharized 665,615 — |
Granted 31,058) 31,058 | 494
Exercised ~ | (21,163} 1.82
Canceled/forfeited 89,462 {B9,462) . 364 |
Outstanding at December 31, 2005 B 754,681 557597 351
Autharized ‘ 149,052 —
Granted ‘ (912,456} 912,456 0.85
Exercised — (2,885) 494
Canceled/forfeited 362,722 (370,943 36
Outstanding at December 31,2006 353,999 1,096,225 4 1
Authorized 2,307,692 —
Granted {783,409} 769,125 11.40 14,284
Exercised — {12.453) 1.66
Canceled/forfeited 147,403 {142,403 1.80
Outstanding at December 31, 2007 2,020,685 1,710,494 $587 14,284

The following table sets forth option grants made during 2007 with intrinsic value calculated based
on grant date fair value.

DATE OF GRANT NUMBER OF OPTIONS GRANTED  EXERCISE PRICE INTRINSIC VALUE PER SHARE
June 2007 251,635 $ 845 —
August 2007 198,040 8.45 —
November 2007 207,692 14.00 —
December 2007 111,758 17,60 - 18.50 —
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At December 31, 2007, the exercise prices of outstanding options was as follows:

The Company’s aggregate intrinsic value, calculated as the difference between the exercise price of the underlying stock options
and the fair value of the Company’s common stock, was $30,583,633 for options outstanding and $16,749,599 for options exercis-
able at Becember 31, 2007. The intrinsic value of options exercised was zero for the years ended 2007, 2006, and 2005.

EXERCISE PRICE e sandng canactos e ard) e asans
$078 335,204 8.51 82,951
0.91 471,022 8.01 471,022
1.56 24615 8.3 24,515
494 111,221 6.98 81,73
B.45 448,982 9.48 96,961
14.00 207,692 9.88 53,846
18.50 94,258 9.93 —
17.60 10,000 9.95 —
' 18.44 1,500 9.95 —
| 1,710,494 8.67 810,726
An analysis of restricted stock issued is as follows:
Granied 14,284
Vested —
| Non-vested stock grants 14,284
|
\
|

During the years ended December 31, 2006 and 2005 and for the period of time in 2007 prior to our IPO, the Company granted
stock options to employees at exercise prices deemed by the Board of Directors to be at least equal to the fair value of the com-
mon stock at the time of grant. The fair value of the common stock at the original grant date was based on a variety of
factors including:

> prices of the Company’s preferred stock issued to investors in arms-length transactions, and the rights, preferences and privi-
leges of the Company's preferred stock relative to those of the Company's common stock:;

> the Company’s results of operations and financial status;
> the Company's stage of development and business strategy;
> the composition of and changes to the Company’s management team; and

> the likelihood of achieving a liquidity event for the shares of the Company’s common stock underlying stock options, such as an
inttial public offering of the Company’s common stack or the Company’s sale to a third party, given prevailing market conditions.

Upon the completion of the Company’s vafuation reports in 2007, for financial reporting purposes, the Company determined that it
was appropriate to use $8.45 per share for options granted between June and August 2007 as the fair value within the Black-
Scholes option-pricing model. All options granted after that date were vatued at the IPO price or the closing market price at grant
date.

Upon the adoption of SFAS 123R, the Company uses the Black-Scholes option pricing model to value stock options. The Com-
pany uses historical stock prices of companies which it considers as a peer group as the basis for its volatility assumptions. The
assumed risk-free rates were based on US Treasury rates in effect at the time of grant with a term gonsistent with the expected
option lives. The expected term is based upon the vesting term of the Company’s options, a review of a peer group of companies,
and expected exercise behavior. The forfeiture rate is based on past history of forfeited aptions. The expense is being aliocated
using the straight-line method. For the years ended December 31, 2007 and 2006, the Company recorded $742,253 and $61,958

of stock compensation expense related to the adoption of SFAS 123R. As of December 31, 2007, the Company has $2,683,752 of
total unrecognized compensation cost relaied to nonvested awards granted under the Company's stock-based plans that it expects
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to recagnize over a weighted-average period of 3.78 years. Under the prospective methed of adoption of SFAS 1238, the Company
continues to account for options issued prior to January 1, 2006 under the intrinsic value method of APB 25.

The weighted average fair value per share of options granted for the fiscal year ended December 31, 2007 was $11.40 and the

fair value of ach option grant was estimated at the date of grant using the Black-Scholes option-pricing model using an expected
term of 4.8 years, risk-free interest rate of 4.92%, expected volatility of 56% and no dividend yield. The Company used an expected
forfeiture rate of 25% in 2007.

During 2007, the Company granted restricted stock shares totaling 14.284 shares to outside directors of the Company at a fair
value of $199,976. The shares vest over a three year period. For the year ended December 31, 2007, the Company recorded
$11.110 of stock compensation expense related to restricted stock.

3. INCOME TAXES

Components of the income tax provision are as follows:

YEAR ENDED DECEMBER 31,
@ 2007 | 2006 | 2005

— R
Current i— $ 74902 $— —
Deferred - - _
Total - $74902 | $— | §—

The reconciliation of income tax computed at the federal statutory rate to loss before taxes is as follows:

YEAR ENDED DECEMBER 3!,
| 2007 2006 2005

(38001% | (34.001% | (34 001%
(482)% ' [4.801% |

Federal statuatory rate

Stata taxes {4.821%

Change in valuation of convertible preferred stock warrants i 84.08% 11.09% -
Stock option expense 10.24% | 31% -
Permanent diferences 34% 11% | 009%
Valuation altowance {53.14)% 2731% | 3B71%
2.70% 0.00% 0.00%

Deferred income taxes reflect the net tax effects of the temporary differences between the carrying amount of assets and liabili-
ties for financial reporting purposes and the amounts used for income tax purposes.

Significant compaonents of the Company’s net deferred income taxes are as follows at December 31: -

| - 2007 | 2006
Deferred tax assets:
Allowance for doubtful accounts $ 7339 $ 56,853
Inventory adjustments 149,714 276,055
Accrued liabilities 264,317 126,699
Warrant interest expense 747438 | 459,860
Net operating loss carryforward 13,400,789 15,058,601
Alternative minimum tax 74904 —
Total deferred tax assets 140259, 15,977,868
Less valuation allowance ' {12.850,439) {14,349,639)
Net deferred tax assets 1,859,820 1,6'.'_{8—,229-
Deferred tax liability:
Depreciatian . (1,859,820 (1,628,229
Net deferred taxes § — § —
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SFAS 109 requires a valuation allowance to reduce the deferred tax assets reported if, based on the weight of the evidence, it
is more likely than not that some portion or all of the deferred tax assets will not be realized. Management has determined that
a $12,850,439 and $14,349,639 valuaiion allowance at December 31, 2007 and 2006 is necessary to reduce the tax assets to
the amount that is more likely than not to be realized. The change in ¥aluation allowance for the current year is $1,499,200. At
December 31, 2007, the Company had separate federal and Illinois net operating loss carryforwards of $34,522,102 which begin
to expire in 2021 and 2013. Based on its analysis, the Company does not believe that the utilization of net operating losses are
subject to limits based upon certain ownership changes. As of December 31, 2007, no tax benefit has been recognized for these
loss carryforwards.

Effective January 1, 2007, the Company adopted FASB Interpretation No. 48, Accounting far Uncertainty in Income Taxes (FIN 48),
which clarifies the accounting for uncertainty in income taxes recognized in the financial statements in accordance with FASB
Statement 109, Accounting for Income Taxes. This interpretation prescribes a recognition thresheld and measurement attribute for
the financial statement recognition and measurement of a tax position taken, or expected to be taken, in a tax retum. There were
no significant matters determined to be unrecognized tax benefits taken or expected to be taken in a tax return that have been
recorded on the Company's financial statements for the year ended December 31, 2007.

Additianally. FIN 48 provides guidance on the recognition of interest and penalties related to income taxes. There were no interest
or penalties related to :ncome taxes that have been accrued or recognized as of and for the vears ended December 31, 2007, 2006
and 2005.

The Company files income tax retums in the United States federal jurisdiction and in a state jurisdiction. The Company has not
been examined by any federal or state jurisdictions in which it is subject to income tax and therefore would be subject to the
statute of limitations for the respective jurisdictions.

10. COMMITMENTS AND CONTINGENCIES

Operating Leases
The Company leases buildings used for manufacturing and offices. The leases provide far payment of the Company’s proportionate
share of operating expenses and real estate taxes.

In addition to its facility leases, the Company has an operating lease for office equipment. Net rent expense under operating leases
in 2007, 2006 and 2005 amounted to $1,191,269 and $1,047 818, and $922,744.

Future minimum payments under all leases are as follows:

YEAR ENDING DECEMBER 371, OPERATING LEASES
2008 $1.263,994
2009 1,290,492
2010 1,205,518
2011 1,113,585
2012 1.133.318
2013 and thereafter 2,303,907

Purchase Commitments

The Company has entered into agreements to purchase equipment or components to construct furnaces. These agreements will
result in the Company purchasing equipment or components for a total cost of approximately $3,322,000 with deliveries occurring
thru August 2008.

Litigation

From time to time, the Company experiences routine litigation in the normal course of its business. During 2007 all

pending litigation was setiled and did not have a material adverse effect on the financial condition or results of operations

of the Company. ’

11. BENEFIT PLAN

The Company sponsars a 401{k) savings plan {the “Plan"}, Employees are eligible to participate in the Plan upon reaching 21 years
of age. Employees make contributions to the Plan through payroll deferrals and employer matching contributions are discretionary.
Employer matching contributions for the year ended December 31, 2006 were $9,003. There were no employer matching contribu-
tions for the year ended December 31, 2007.
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12. QUARTERLY FINANCIAL DATA (UNAUDITED)

Quarterly Financial Data {Unaudited}

Summary quarterly results for the two years ended December 31, 2007 are as follows {in thousands, other than share

and per share data}:

[

THREE MONTHS ENDED

2007 MARGH 3t JUNE 30 SEPTEMBER 30 GECEMBER 11 FULL YEAR
Revenue 5 707 $ 8246 § 9y $ 9545 S HEIT
Gross profit § 2146 $ 283 3 3348 $ 3736 & 12.05%
Profit from operatians § 915 § 951 $ 170 $ 758 $ 435
Profit (loss) before income tax and

cumulative effect of change in accounting principle § 283 $ 232 g (1.328) $ (1.966) $ {2779
Net profit {loss} $ 283 $ 232 3 1.328) $ (2.001) § {2854
Net loss atiributable to common stockhelders $ (1a217) $ 18,775 § (28,795) $ (16,666) § (68.413)
Net loss per commaon share attributable to ' |

common stockholders, basic and diluted $ (56380 - § {3461 | $ (81.07) $ {1.83 $127.22)
Weighted average comman shares outstanding used ‘ | [

in computing ret loss per share attributable to ‘.

common stockholders, basic and diluted 252,183 253,507 354,696 9,118,522 2513487
Revenue $4428 522 §57m $6.054 ©  $20752
Gross profit [loss) $1287) $299 $776 $1,079 $1.867
Loss from operations $1.832) $1.007) $426) 3872) $4.147)
Loss before income tax and cumulative effect i f !

of change in accounting principle $i2,182) $(1,900) 1,092} $2,245} $17.419}
Net loss ${2.403) $(1,900} $(1,092) | §(2,245} $(7.640}
Net loss attributable to common stockholders $(3.978) $(6.672) $(5,004) $20.965} $(36,619}
Net loss per commen share attributable to

common stockholders, basic and dituted $(15.96) $(26 76) $(20.05) $(83.47) $(146.57)
Weighted average common shares outstanding used

in computing net loss per share attributable to

common stockholders, basic and diluted 249,298 249298 249,599 251,164 249843

13. SUBSEQUENT EVENT

After December 31, 2007, we invested a portion of our excess cash in auction rate securities and as of March 6, 2008 we have $10.8
millien of these securities in our investment partfolio. All of these auction rate securities are AAA rated by one or more of the major
credit rating agencies and have cortractual maturities from 2036 to 2045, Further, all of these securities are collateralized by student
loans, and approximately 96% of the collateral in the aggregate is guaranteed by the U.S. government under the Federal Family
Education Loan Program. In February 2008, we experienced failed auctions for our entire auction rate securities partfolio, resulting in
our inability to sell these securities in the short term. A failed auction results in a tack of liquidity in the securities but does not signify
a default by the issuer. Upon an auction failure, the interest rates do not reset at a market rate but instead reset based on a formula
contained in the security, which generally is higher than the current market rate. If we need to access these funds, we will not be able
to do so withoui the possible loss of principal or until a future auction for these investments is successful, they are redeemed by the
issuer or they mature. We cannot pradict if or when a successful auction or redemption may take place. We do not believe we need
access to these funds for operational purposes for the foreseeable future, We will continue to monitor and evaluate thase investments
on a guarterly basis for impairment or for the need to reclassify as long-term investments. All of the securities are due for auction
again in late March 2008.
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SELECTED FINANCIAL DATA

The selected financial data presented below for each of the years in the five-year period ended December 31, 2007 are derived from
and should be read in conjunction with the Financial Statements of the Company and the footnotes thereto which have been audited.
The Financial Statements as of December 31, 2007 and 2006, and for each of the yaars in the three-year period ended December 31,

2007, are included elsewhere herein.

tM THOUSANDS, NTHER THAN SHARE AND PLE SA40RE DATA

AS OF DECEMBER 31,

Statement of operations data:
Revenue TRES $16.043 SN $ 20,752 337,
Cost of goods sold 5.834 14,815 18508 18,885 22044
Gross profit {loss) 276 1.228 1/.193: 1,867 12.004
Operating expenses:

General and administrative 2.981 3.029 4,698 3298 6.1u7

Sales and marketing 975 1,586 1.266 1,062 675

Research and development 1,797 922 gg" 879 7E3

Asset impairment — —_ — 933

Loss on disposal of assets — — 383 42 139

Total operating expenses 5753 ‘ 5537 7,198 6,014 170 :
Income {loss) from operations {3.027} (4.309) (9.391) (4,147 4375 .

Qther expense (net} {70c) (1.052) [2.735] (3.272) 17.104) :
Loss before income taxes ke (5,361) 112,126} (7.419) {2.779)
Income taxes - — T, — = {75) ,
Loss before cumulative effect of change in aceounting principle (3.727) (5,361) (12,128) (7.419) {2.854)
Cumutative effect of change in accounting principle!! s - - . (221) -
Net loss B B3 (12.126) 76401 (2854
Dividends on preferred stock {1,781 [2.631) [3,924) {5,563 {5,625}
Accretion of redeemable preferred stock {2,580} {2881 4404 (234180 {59934}
Net loss attributable to common stockholders §(8,088} 310,673} #3[11,546) $(36,619) $(68.413)
Net loss per common share attributable to comman shareholders

Basic and diluted _$t35.4ﬁ} N $_[4E‘79) ‘_$[475‘2qu $(146.57) . MZZL
Shares used in computing net loss per share attributable o common shareholders

Basic and diluted 228,077 228,124 745,073 249,843 2,513,487

{1) On January 1, 2006 the Company adopted FSP150-5 “Issuer’s Accounting
under FASB Statement No. 150 For Freestanding Warranis and Cther Similar
Investments in Shares that are Redeemabe™ and recorded approximately
$221,000 as a cumulative effect of change in accounting principle.

N THLJSANDY
Balance sheet data:

Cash and cash equivalents $ 2,208
Working capital 2,048
Total assets 19,952
Convertible preferred stock warrant Tiability —
Long-term debt and capital lease obligations, less current portion 315
Redeemable cenvertibte preferred stock 29,973
Total stockholders” equity (deficit} {19,204)

$ 3,948
1.968
29037

234
4477
17381

$ 1.466
3,600
28,885
4,741
59,365
[39.573)

$ 1538
388
79.070
371
1878
L3ty

7155

$ 4,380
76179
111,41

105,682
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